IN THE UNI TED STATES DI STRI CT COURT
FOR THE EASTERN DI STRI CT OF PENNSYLVAN A

JOHN J. WALLACE, individually
and on behal f of all others
simlarly situated,

Pl aintiff,
V. : CIVIL ACTI ON NO
: 95- CV- 6303
SYSTEMS & COVPUTER :
TECHNOLOGY CORPORATI ON, M CHAEL :
J. EMM, M CHAEL D. CHAMBERLAI N, :
and ERI C HASKELL, :
Def endant s.
Menor andum
Mcd ynn, J. Sept enber , 1997

In this securities action, John J. Wallace all eges on behal f
of a class of investors that defendant Systens & Conputer
Technol ogy Corporation and three of its executive officers
(collectively, "SCT" or "defendants") violated 88 10(b) and 20(a)
of the Securities Exchange Act of 1934, 15 U S.C. A 88 78j(b),
78t(a) ("1934 Act"), Securities and Exchange Conmm ssion ("SEC")
Rule 10b-5, 17 C F.R 240.10b-5, and conmtted negligent

mi srepresentati on under Pennsyl vania | aw'. Before the Court is the

' The individual defendants are" (1) Mchael J. Enmmi,
Presi dent, Chief Executive Oficer, and Chairman of the Board of
Directors; (2) Mchael Chanberlain, Senior Vice-President,
Presi dent of SCT Software G oup, and Director; and (3) Eric
Haskel |, Treasurer, Chief Financial Oficer, and Senior Vice
Presi dent of Finance and Adm nistration. | wll collectively
refer to the corporate defendant, Systens & Conmputer Technol ogy
Cor poration, and the individual defendants as "SCT" or
"def endant s”.



defendants' Mdtion to Dismss the plaintiff's Second Anended
Conpl ai nt pursuant to Fed. R G v. P. 12(b)(6) for failureto state
a claimand pursuant to Fed. R GCv. P. 9(b) for failure to plead
scienter with the required specificity. This court has subject
matter jurisdiction pursuant to 15 U.S.C. § 78aa, 28 U.S.C. § 1331,
and 28 U.S.C. § 1367. For the reasons set forth herein,
def endants' Motion will be Ganted in part and Denied in part.

|. Procedural History

On Cctober 4, 1995 the plaintiff filed a conplaint in this
matter.? Defendants noved to disnmiss the conplaint for failure to
state a claim on Novenmber 13, 1995. Plaintiffs anended the
conplaint as a matter of right on Novenber 28, 1995, and the
defendant's notion to di sm ss was deni ed by order dat ed Decenber 8,
1995. 3 On Decenber 12, 1995, defendant noved to dismss

plaintiff's anmended conplaint. The notion was granted in part and

2 Accordingly, the Private Securities Litigation Reform Act
of 1995 ("Act"), which was enacted on Decenber 22, 1995, has no
application to this action. Al though SCT argues that the Act
applies to various clainms asserted in the Second Anended
Conpl ai nt, Section 108 of the Act expressly provides that the Act
does not apply to actions commenced before, and pending on, the
date of the enactnent of the Act. P.L. 104-67, 8§ 108, 109 Stat.
737, 758 (1995). Rule 15(c) permts relation back where the claim
asserted in the anended pl eadi ng arose out of the conduct,
transaction or occurrence set forth in the original.

*Plaintiffs were granted | eave to amend pursuant to
Fed. R CGiv.P. 15, which provides that, "a party may anmend the
party's pleading once as a matter of course at any tine before a
responsi ve pleading is served.” The Third G rcuit has held that
a plaintiff may file an anended conpl aint wi thout | eave of court
or by witten consent of the adverse party even after a notion to
dismss is filed, as that notion does not constitute a
"responsive pleading”". Kelly v. Delaware River joint Conmn.,
187 F.2d 93, 94 (3d Cir., cert. denied, 342 U S. 812 (1951).
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denied in part by order dated April 19, 1996.* This court sua
sponte granted the plaintiffs | eave to anend t he anended conpl ai nt
"if [they coul d] supplenent [their] allegations with nore detailed
information about [defendant's] alleged involvenent with the
anal yst reports."” \Wallace, 1996 W. 195382 at *13.

Plaintiffs filed a Second Anended Conpl ai nt ( SAC) on Novenber
28, 1995 in which they apparently abandoned the allegations
regarding the two analyst reports and assert various new
al l egations which were not contained in the anended conpl aint.
Plaintiffs have not formally sought | eave to anend. The def endants
filed this notion to dismss the SAC on February 18, 1997.

Il. The Allegations in the Second Anended Conpl ai nt

The Second Anmended Conplaint ("SAC') alleges the foll ow ng
facts which | accept as true for purposes of this nmotion. This
action is brought by John J. WAl l ace who seeks to represent a cl ass
of shareholders (collectively "plaintiffs") who purchased SCT

securities at an artificially inflated price between June 15, 1995

“ In granting SCT's notion in part, this court concl uded

that (1) SCT's statenents regardi ng the Adage acquisition could
not be construed as material predictions of imrediate financial
i nprovenent; (2) plaintiffs have not adequately pl eaded facts

t hat evidence SCT's responsibility for and control over
statenents in tw anal yst reports; (3) the failure to forecast
was not actionabl e because SCT had no duty to forecast declines
in EPS and incone for its fiscal year 1995 fourth quarter; and
(4) SCT adequately disclosed the "trend" of increased costs in
its SEC filings. Wallace v. Systens & Conputer Technol ogy, 1996
W. 195382 at *13-14 (E.D. Pa. 1996).

This court also denied the notion, in part, concluding that
Wal | ace stated a claimfor SCI's alleged failure to make adequate
di scl osures regardi ng known future increases in enployee costs
and ot her expenses as required by Item 303 of Regulation S K in
its Form10-Q for the third quarter of fiscal 1995. |d.

3



and Cctober 2, 1995 ("the class period'). SAC T 1. SCT and its
officers inflated the market price of SCT stock before and during
the class period by issuing msleading positive statenents while
concealing certain adverse facts regarding (1) the existence of
defects in SCT's software product for the utilities market and the
i ncreased costs and decreased revenues associ ated therewith (2) the
I'i keli hood t hat Adage, a new y-acquired subsidi ary operatinginthe
manuf act uri ng and di stri bution market, woul d be a "drag on ear ni ngs
or be unprofitable"” and (3) anticipated cost increases in the
fourth quarter 1995 and anticipated fourth quarter earnings per
share. Once SCT revealed it true financial condition on Cctober 2,
1995, the price of SCT stock deflated and investors suffered
damages. 1d at | 4.

SCT is a publicly-traded corporation that provides conputing
managenent servi ces and adm ni strative application software inthe
hi gher educat i on, gover nnment, cabl e/ t el ecomuni cati ons,
manuf acturing/distribution, and utilities markets. 1d. 1 8, 14,
22. | ndividual defendants M chael J. Enm , M chael D. Chanberl ain,
and Eric Haskell served as officers and directors of SCT. Id. | 9.
SCT's fiscal year runs from Cctober 1 to Septenber 30. The third
quarter of fiscal year 1995 ran fromApril 1, 1995 to June 30 and
the fourth quarter fromJuly 1 to Septenber 30, 1995. 1In fisca
year 1995, SCT achieved revenues of $176,148, a Net Incone of
$3,058, and a Fully Diluted Net Inconme Per Share of $.21, as
conpared to revenues of $148,214, a Net Incone of $11, 646, and a
Fully Diluted Net I ncome Per Share of $.83 for fiscal 1994. DX-H at
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14 (Annual Report Form 10-K for fiscal 1995).

As a publicly traded conpany, SCTis requiredtofile wth the
SEC reports on Form 10-Q for each of the first three quarters of
the fiscal year and a report on Form 10-K for the fourth quarter
and year-end results. Each quarter, SCT also held a conference
call inwhichinstitutional investors, investnent professionals and
any other interested person participated or nonitored the
di scussion.” |d. 9 109. Securities analysts dissemnated the
information provided by the defendants during these conference
calls to the investing public. [d. at 20.

In m d-1990, SCT entered the market for utilities software
sal es, service, and nmaintenance. Since that tinme, SCT has
successful ly enhanced its presence inthe utilities market through
acqui sitions and by devel oping and i nproving its software systens.
Id. T 25-26. In Decenber 1992, SCT introduced a new software
package for this market.

Bef ore and during the cl ass period, defendants i ssued positive
statenments about the utilities business and its software while
conceal i ng adverse facts known by the third quarter that rendered
their statenments materially misleading.® Specifically, SCT had

know edge of the followi ng facts by May 15, 1995. As a result of

> Each quarter, shortly before the conference call was to be
hel d, SCT issued a press release announcing its quarterly
earnings as well as the date, tine, subject matter, and phone
nunber of the conference call. These calls served as SCT's
princi ple nethod of dissemnation of material information to the
mar ket about SCT's business and financial performance. |d.

® These statenents will be identified later in this opinion.
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reports by custoners, the conpany knew that the software, already
licensed to and installed at custoner sites, had devel oped
"extensive and severe defects."” 1d.  31. Oten, SCT was
contractually obligated to repair the software pursuant to
mai nt enance and support agreenents with many of those customers.’
Id. 31-32. As result of reports of mal functions by custoners, the
conpany' s anal ysis of the cause of the defects in the software, and
its unsuccessful efforts to correct the sanme, SCT knew that the
"problem was so serious that nearly a conplete redesign of the
software was necessary" requiring nonths of work and substanti al
expense.® |d. at T 32. In a January 1996 conference call, SCT
"adm tted" having know edge that none of the utilities that had
purchased the defective product would recommend the software to
other potential utilities custoners. 1d. f 33. Because software
purchases by utilities are based on recommendati ons by current
users, sales of the product conpletely ceased at the begi nning of

the class period for a period of approximately one year.® 1d. SCT

" As disclosed after the class period in Form 10-K for
fiscal 1995 filed on Decenber 19, 1996, such costs for a single
utility custoner anounted to $1,000,000. T 33. At the end of
1996 the problenms with this custonmer were still not corrected but
managenent bel i eved t he $400, 000 renmi ning reserve was adequate.
1 33.

® This redesign took approximately one year to conplete. 1d.

® "Here, defendants belatedly admtted, in January, 1996,
that their inability to procure favorabl e recomrendati ons of
their utilities software fromany existing custoners had left SCT
unable to sell its utilities software to any custoners since
about the beginning of the class period. Oobviously this dearth
of sales (and revenues) had been apparent to the defendants while
it was occurring, when defendants were tal king publicly about a
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i ncurred expenses before and during the class period for ongoing
redesign efforts and for repairs. 1d. As known by SCT, a
substanti al anmount of the cost of devel opi ng new products woul d be
included in reported expenses and reduce reported incone rather
than capitalized as SCT reported in its second quarter Form 10-Q
1 41. SCT chose not to disclose the defects in the utilities
software or the financial inpact thereof until October 2, 1995.
By early 1995, SCT was actively seeking to expand into a new
mar ket : manuf acturing and di stribution. In My, 1995, SCT executed
a definitive agreenent to purchase Adage Systens |nternational
Inc. ("Adage"), a vendor of software for the manufacturing and
distribution industries.® |d. Y 22-24, 37. The acquisition was
announced on June 5, 1995. Id. During a July 17, 1995 conference
call regarding SCT's third quarter, SCT inpliedly represented that
"Adage would not be a drag on earnings (i.e., would not be
unprofitable).” § 43(c). By July 17, 1995, SCT's fourth quarter,
t he conmpany had increased enpl oyee expenses by hiring additional
personnel to sell and support the newy acquired software. 1d.
37. Because Adage's busi ness was "characterized by I ong |l ead ti nes

for custoner order placenent,"” unl ess the selling process commenced

strategically inplenented slowing of the sales process.” Pl's.
Mem in Opp. to Def's. Mot. to Dis. at p. 24.

19 SCT announced that it had signed a letter of intent to
purchase Adage on February 8, 1995. Adage had devel oped an
enterprise resource planning systemto address sal es,
engi neering, procurenent, manufacturing, finance, and ot her
functions for the manufacturing and distribution industries. 1d.
at 7122-24.



nmonths in advance of the end of a quarter, SCT knew it was
i nprobabl e that an order woul d be placed during that quarter. 1d.
By July 17, 1995, SCT had added nunerous enpl oyees for Adage and
could accurately estimte Adage expenses in the fourth quarter.
Thus, by July 17, 1995, as a result of the visibility of Adage's
revenues for the fourth quarter and the actual and pl anned | evel of
expenses, defendants knew or reckl essly di sregarded the fact that
Adage woul d suffer a "material loss" inthe fourth quarter. 1d. 11
37. Adage suffered a pre-tax loss in the fourth quarter of
$940, 000, $.04 cents per share. 1Y 37, 51. SCT chose not to
di scl ose this fact until COctober 2, 1995.

By md-July 1995, SCT anticipated and had deliberately
incurred increases in enployee costs; research and product
devel opnent costs; and selling and administrative costs in the
fourth quarter all of which increased expenses in the fourth
quarter by approximately $3 million. SCT then failed to disclose
t hese "pl anned" expenses inits Form10-Qfor the third quarter of
the 1995 fiscal year, and did not disclose themat any other tinme
during the class period. T 38.

On July 17, 1995, SCT issued a press rel ease announci ng that
third quarter results increased from$.21 per share in the third
quarter of 1994 to $.27 per share in the third quarter of 1995.

Def endant Emm stated that, "in the third quarter of fiscal 1995,

SCT was proud to achieve record earnings before the charge for

purchased R&D." Then, during the third quarter conference cal

wi th i nvest ment professionals on or about July 17, 1995, defendants
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Ermi and Haskell "projected earnings per share for the fourth

guarter of alnbst $.34 cents per share, an increase from the

recently reported third quarter of fiscal 1995 and the fourth

guarter of the previous year of $.27." Id. {1 43. At the tinme the

def endants nade these positive statenents, they knew or reckl essly
di sregarded adverse information rendering these statenents
material ly m sl eading. ™

The dispute in this case arises from the timng of SCT's
announcenent of the adverse information, as well as the possible
notives underlying the conpany's tim ng.

On July 26-27, 1995, Emm and Haskell each sold 10, 000 shares
of their own SCT stock at approximately $26 per share, yielding
proceeds of approximtely $500,000. [d. { 56. The price drop
bet ween Cctober 2, 1995 the day of the announcenent that allegedly
caused a correction in the stock price to reflect SCI's true

financial state, and October 3, 1995 - was approximately $8.

1 Specifically, plaintiffs claimthat know edge of the
followi ng informati on underm nes a reasonable basis in this
prediction: First, that the defects in the utilities software
woul d lead to both | ost revenues and increased costs. SCT woul d
| ose revenues fromthe sale of licenses for that software and
costs would increase due to the need for a costly redesign of the
product and the conpany's obligation to repair the software
pursuant to mai ntenance agreenents with custoners. Second, by
m d-July, SCT anticipated increases in enployee costs and
research and devel opnent costs. Y 31-33, 38, 40-41. Third, by
m d-July SCT knew that Adage was likely to suffer a material |oss
in the fourth quarter as reveal ed by actual and planned | evel of
expenses and "inprobability that an order woul d be placed during
the quarter” in view of the characteristically long lead tines
for order placenent by custoners of Adage {f 37-38. It was
i nevitable that inconme and earnings per share in the fourth
quarter 1995 would decline fromthe previous quarter and the
fourth quarter of fiscal 1994. |9 41-42.
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Assum ng that the price drop was due entirely to the correction of
the all egedly fal se informati on, Emm and Haskell's tradi ng gains
woul d each amount to approximately $80, 000.

On Qct ober 2, 1995, SCT announced esti nat ed ear ni ngs per share
of $.08 to $.12 cents for the fourth quarter of fiscal 1995 by
press release conpared to $.27 in fourth quarter of the previous
year. 1d. T 49, 1 51. SCT attributed this decrease in earnings
primarily to increased costs relating to the Adage acqui sition and
product devel opnent for its utility business. 1d. On October 3,
SCT' s stock price dropped 25%fromthe previ ous day's closing price
of $27 per share to $19 5\8, approximately $8 dollars. 1d. ¥ 50.

On COctober 25, 1995, SCT announced its actual results for the
fourth quarter and for fiscal year 1995. Contrary to SCT's July 17
predictions, fourth quarter earnings per share for the 1995 fi scal
year were $.10 cents as conpared to $.27 cents in the fourth
quarter of the previous year. Although revenues for the fourth
quarter increased to $47 mllion in 1995 from$41 mllion in 1994,
expenses increased al nost $10 mllion, causing a $62%drop in net
i nconme conpared to the prior year. Pl's Mem Qop. Def. Mit. D sm
at 7; SAC Y 51. Plaintiff's claim that only after the class
period, in a January 2, 1996 conference call, did defendants
adequately disclose the problens with its utility software, the
i ncreased costs associated therewmth, as well as the increased
costs associated wth the acquisition of Adage, its new
manuf acturing and distribution business. Furthernore, SCT's

utility business |ost noney in the 1995 fiscal year. SCT expl ai ned
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that the shortfall in earnings resulted froma slippage in software
license fees during the quarter, and from greater than expected
expenditures in Adage, as well as inits utility business.

In sum the SAC all eges that SCT

(1) made various statenments "touting" the utilities
software but failed to disclose the existence of and
financial inpact of known serious design flaws in the
software for the utilities nmarket; that sales of the
software had "ceased" and this decline in sales was not
caused by a voluntary strategic decision but by the
refusal of existing custoners to reconmend t he software;
and that the defects could not be corrected within the
fourth quarter;

(2) failed to disclose that expenses were rising and product
devel opnment costs were i ncreasingly bei ng expensed rat her t han
capi tal i zed'?

(3) predicted that the new y-acquired subsi di ary, Adage,

woul d not be a drag on earnings even though SCT knew by
m d-Jul y, 1995, that Adage woul d suffer amaterial |oss in
the fourth quarter ending Septenmber 30, 1995%; and

2 1n their amended conplaint plaintiffs alleged that SCT
reported that product devel opnent costs for SCT's utilities
busi ness woul d be capitalized although SCT expected to expense
"substantial amounts" of these costs. Nonetheless, SCT did not
reveal that these expenses would reduce SCT's inconme and earni ngs
per share for the fourth quarter of fiscal 1995 as conpared to
the third quarter of fiscal 1995 and the fourth quarter of fiscal
1994. By order dated April 19, 1996, this court dismssed this
claimfinding that, based on the facts and statenents quoted in
the conmplaint, SCT did not have a duty to forecast a decrease in
income and EPS in the fourth quarter. \Wallace v. Systens &
Conput er Technol ogy Corp., 1996 W. 195382 at *20 (E.D. Pa. 1996).
As discussed later in this opinion, plaintiffs quote new
statenents in the SAC that allegedly trigger a duty to disclose
this information.

3 To the extent plaintiffs attenpt to re-allege that SCT's
di scl osures inply that Adage "could increase the conpany's incone
al rost imedi ately”, the SACis dismssed on futility grounds.
This court dism ssed this claimwthout | eave to anend by order
dated April 19, 1996. Wallace, 1996 W. 195382 at *13. Later in
this opinion, I wll discuss plaintiffs related allegation that
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finally,

(4) issued a fourth quarter earnings per share projection
of $.34 cents that | acked a reasonabl e basis.

Def endants now nove to dism ss the Second Arended Conpl ai nt.

I11. Standard of Revi ew under 12(b)(6)

A notion to dismss under Federal Rule of Civil Procedure

12(b)(6) is one of limted inquiry, focusing not on "whether a

plaintiff will ultimately prevail but whether the claimant is
entitled to offer evidence to support the clains.” Scheuer v.
Rhodes, 416 U.S. 232, 236 (1974). In considering a notion to

di smi ss under 12(b)(6), the court nust accept all the factual
allegations contained in the conplaint as true and give the
plaintiffs the benefit of every inference reasonably drawn

therefrom |Inre Donald Trump Casino Sec. Litig., 7 F.3d 357, 366

(3d Cir. 1993), cert. denied, 114 S. C. 1219 (1994); Colunbia
Nat ural Resources, Inc v. Tatum 58 F.3d 1101, 1109 (6th G r. 1995)

("The district court may not grant a Rule 12(b)(6) notion based on
di sbelief of factual allegations in the conplaint”™). A conplaint
should not be dismssed for failure to state a claimunless it
appears beyond doubt that "the facts all eged in the conplaint, even

if true, fail to support the claim"” Ransomv. Marrazzo, 848 F. 2d

398, 401 (3d Cir. 1988); Conley v. Gbson, 355 US 41, 45-46

(1957) (court may grant the nmotion only if certain that, according

tothe facts alleged in the conplaint, plaintiffs cannot recover on

SCT represented that Adage woul d not be unprofitable and thereby
triggered a duty to disclose anticipated fourth quarter | osses.
SAC f2.
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any viable theory). Di sm ssal can be based on the lack of a

cogni zabl e | egal theory or the absence of sufficient facts all eged

under a cognizable legal theory. Balistreri v. Pacifica Police

Departnent, 901 F. 2d 696, 699 (9th G r. 1990). Because a 12(b) (6)

notion tests the sufficiency of the allegations of the conplaint,
the plaintiff is "requiredto set forth sufficient informationto
outline the elenments of his claimor to permt inferences to be

drawn that these elenents exist'". Kost v. Kozakiewicz, 1 F.3d

176, 183 (3d Cr. 1993)(quoting 5A Wight & MIller, 8§ 1357 at 340
(2d Ed. 1990). The court need not accept as true conclusory
al l egations of |aw, conclusions unsupported by the facts alleged

and unwarranted i nferences. Flanagan v. Shivley, 783 F. Supp. 922,

927 (MD. Pa. 1992), aff'd, 980 F.2d 722 (3d Gr. 1992), cert.
deni ed, 510 U.S. 829 (1993).

A. Prelimnary |ssue-Attachnents

Def endants have attached eight exhibits (A-H to the
menor andumof | aw supporting their notion. The docunents subm tted
i ncl ude copies of SCT's public filings with the SEC, a transcri pt
of a quarterly tel econference held with securities analysts, and an
anal yst report. Generally, a district court may not consider any
mat eri al beyond the pleadings inruling on a Rule 12(b)(6) notion.
However, the Third Crcuit has nmade clear that, in determning a
notion to dismss, a court nmay properly refer to the factual
al l egations contained in the conplaint, exhibits attached thereto,
docunments referenced therein, matters of public record, and

undi sputedly authentic docunents attached as exhibits to the
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defendant's notion to dismss if the plaintiffs' clains are based

on those docunents.'® Pension Benefit Quaranty Corp. v. Wite

Consol . Indus., 998 F.2d 1192, 1196 (3d G r. 1993), cert. denied,
114 S. C. 687 (1994).* If a district court wishes to consider
addi tional material, Rule 12(b) requires that the notion be treated
as one for summary judgnment under Rule 56, giving the party
opposi ng the notion notice and an opportunity to conduct necessary
discovery and to submt pertinent material addressing the

extraneous materials. Fed. R Cv. P. 12(b); J/HReal Estate Inc.

v. Abranmson, 901 F. Supp. 952, 955 (E.D. Pa. 1995); Goldman v.

Bel den, 754 F.2d 1059, 1056-66 (2d Cir. 1985). Exhibit Ais an
unaut henticated transcript of a July 1995 teleconference.
Plaintiffs do not dispute the authenticity of this docunent. Thus,
if the clains are based on this docunent, it can be considered in
deciding this notion to dismss. Plaintiffs have specifically
referred to and quoted statenents nmade during this conference in
the conplaint. SAC at § 39. Therefore, plaintiff's clains are

clearly "based on" those docunents and they may properly be

“ A district court may take judicial notice of the contents
of relevant public disclosure docunents required by law to be
filed, and actually filed, with the SEC as facts "capabl e of
accurate and ready determi nation by resort to sources whose
accuracy cannot reasonably be questioned."” Kraner v. Tine WArner
Inc., 937 F.2d 767, 773 (2d Cir. 1991); Fed. R Cv. P
201(b) (2).

' Accord In re Donald Trunp Casino Sec. Litig., 7 F.3d 357,
368 n.9 (3d Gr. 1993), cert. denied, 510 U S. 1178 (1994);
Pache v. Wallace, Cv.A No. 93-5164, 1995 W. 118457 at 2, aff'd,
72 F.3d 123 (3d Cir. 1995); Kraner v. Tine Warner, Inc., 937 F.2d
767, 773 (2d Cr. 1991); J/H Real Estate Inc. v. Abramson, 901 F
Supp. 952, 955 (E.D. Pa. 1995).
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consi dered. Moreover, plaintiffs do not argue that | nay not refer
to this docunent. |Instead, plaintiffs state in their response to
defendants notion that, "defendants apparently concede--as they
must--that defendants' statenents during this conference call
constitute public statenents that are actionable if they are
fraudulent.” Pl's Mdt. Opp. 20-21 n.5, 25.

Exhibits CGH are reports that SCT filed wwth the SEC, thus,
they are public records of which | may take judicial notice, See
Fed. R Evid. 201, without converting the notion to dismss into
one for summary judgnent. Mbreover, these docunents cone within
t he gui del i nes established by the Third Grcuit - i.e., thereis no
di spute as to authenticity and plaintiffs' conplaint is "based on"
t hese docunents. Plaintiffs specifically refer to each of the
docunments (Exhibits A, CGH) in the SAC and do not dispute their
authenticity. '™ Plaintiffs further allege that defendants conmitted

fraud on the market by failing to disclose certain information,

1 SCT's exhibits A and C-H and the paragraphs of the
second anended conplaint that refer to themare identified bel ow
Exibit A - Transcript of SCI's third quarter earnings conference

call July 1995. SCT al so submtted a sound recording
the conference call held on July 1995 in support of
its notion. (SAC 1 39);

Exhibit C- SCI's first quarter 1995 (ended Dec. 31, 1994) Form
10-Q (SAC 129);

Exhibit D - SCI's second quarter 1995 Form 10-Q (SAC 134);

Exhibit E - SCI's third quarter 1995 Form 10- ( SAC {1 35, 46);

Exhibit F & G- SCT's 1994 Annual Report Form 10-K. (SAC T 26);

Exhibit H- SCI's 1995 Fourth quarter and Annual Report Form 10K

(SAC 1 51).

SCT's exhibit B, dated July 18, 1995, is an Unterburg Harris
earni ngs update on SCT's third quarter. The docunent is not
referred to in the second anended conplaint. Because this
docunent is not incorporated by reference in the conplaint, the
court will not consider the exhibit in determning this notion.
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thereby driving up the market price of SCT stock. The claim
t herefore, boils down to what disclosures were and were not nade to
the market. In fact, defendants all ege that these exhibits contain
some of the very sane information that plaintiffs specifically
cl ai mdefendants onmtted. Werel torefrain fromconsideringthese
docunents, conplaints that allege fraud due to materi al om ssions
during a class period would survive a notion to dismss "even
t hough they would be dooned to failure" because the alleged

om ssions were actually disclosed to the market. Kraner v. Tine

Warner, Inc., 937 F. 2d 767, 774 (2d Cr. 1991). Foreclosing resort

to such docunents mght |lead to conplaints filed solely to extract
nui sance settlenents.” 1d. Consequently, | will nmake reference to
exhibits GHin ruling on their notion.

The remai ning exhibit B, an analyst report that was neither
relied on nor attached to plaintiff's conplaint, falls outside the

narrowlimtations i nposed by the Third G rcuit in Pension Benefit.

Accordingly, | wll not consider the contents of Exhibit B in
determ ning this notion
Finally, SCT has attached five SCT press releases toits reply

7

to plaintiffs' opposition papers as exhibits.! These rel eases are

not public records. Pension Benefit, 998 F.2d at 1196 (listing as

public records: crimnal case dispositions, letter decisions of

government agencies, and published reports of admnistrative

" The docunments are identified as follows: SCT press
rel ease dated 2/8/95; SCT press rel ease dated 4/18/ 95 (SAC | 30);
SCT press rel ease dated 5/15/95; SCT press rel ease dated 6/5/95;
SCT press rel ease dated 7/13/95.
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bodi es). The authenticity of each rel ease i s undi sputed. However,
only one of the press rel eases has been incorporated by reference
into plaintiffs' second anended conplaint. Accordingly, | wll
consider only the one rel ease that neets the Pension criteria. But
see Pache, 1995 W 118457, *1.

Accordingly, | find that all but five (four press rel eases and
an anal yst report) of defendants' subm ssions may be consi dered as
part of the notion to dism ss and that doing sowill help to secure
t he just, speedy, and | east expensive determ nation of this action.
See Fed. R Cv. P. 1.

V. DI SCUSSI ON

Def endants seek dism ssal of the Second Amended Conpl aint
("SAC') on several grounds: (1) pursuant to Fed. R Cv. P. 41 for

failure to conply with the order granting |leave to anmend'®; (2)

18 Def endants nmove to dismss the SAC pursuant to Rule 41(b)
for failure to conply with this court's order dated April 19,
1996 or for failure to prosecute with reasonable diligence. The
order granted plaintiffs |leave to amend "if they can suppl enent
their allegations with nore detailed information with nore
detailed informati on about SCT's alleged involvenent with the
anal yst reports”. Ten nonths |later, on Novenber 28, 1995,
plaintiffs filed the SAC in which they apparently abandoned the
al l egations regardi ng the anal yst reports and asserted vari ous
new al | egations not contained in the first anended conpl ai nt.
I nvoluntary di sm ssal under this rule is the nost severe sanction
that the court may apply, and it should be used only in extrene
situations. Poulis v. State FarmFire and Casualty Co., 747 F.2d
863, 866 (3d Cir. 1984) (dismssal is a drastic sanction and
shoul d be reserved for those cases where there is a "clear record
of delay or contumaci ous conduct by the plaintiff"). Al though
plaintiffs waited 10 nonths before filing the SAC, the order

granting | eave to anend set no tinetable for this submssion. In
this regard, the orders involved in the cases on which defendants
rely are distinguishable fromthe one at bar. See, Ferdik v.

Bonzelet, 963 F.2d 1258 (9th Cir. 1992) (affirmng district
courts' dismssal of conplaint for failure to conply with
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pursuant to Fed. R Cv. P. 15 for prejudice arising from undue
delay and futility; (3) pursuant to 12(b)(6) for failure to state
aclaimfor securities fraud; (4) pursuant to Fed.R G v.P. 9(b) for
failure to allege facts sufficient to establish scienter wth
specificity; (5) for failure to plead an underlying substantive
violation of the federal securities |aws necessary to sustain a
claimfor "controlling person" liability under 820(a) of the Act.

A Fed. R GCv. P. 15(a) Leave to Anend

The plaintiffs have submtted the SAC as a proposed anendnent
to the Anmended conpl aint. Pursuant to Rule 15(a), a party may
anmend the party's pleading once as a matter of course at any tine
before a responsive pleading is served. Once an anendnent is filed
as of right, a "party nmay anend the party's pleading only by | eave

of court or by witten consent of the adverse party; and |eave

district courts' order requiring plaintiffs to file an amended
conpl ai nt "by August 19, 1988" and warning that "failure to file
conplaint in a tinely manner would result in dismssal wthout
further notice"); Chapin Goup v. Perpetual Savings Bank, 1990 W
171216 (E.D. Pa. 1990)(order required that plaintiff's response
be filed "no |ater than Cctober 8, 1990"). Furthernore, this
courts' April 19 order only clearly and unequi vocal |y deni ed
plaintiffs | eave to anend "to perpetuate the claimthat SCT's
press rel eases and SEC filings predicted i medi ate financi al
benefits in the fourth quarter of 1995" because "it woul d be
futil e-such vague and unsupported statenments woul d not assunme any
actual significance to a reasonable
investor." Wallace, 1996 W. 195382 at *13. | concl ude that
di sm ssal of the SAC pursuant to Rule 41(b) is inappropriate at
this tine. To the extent that plaintiffs have repled any claim|l
have previously dismssed, anendnent will be denied on futility
grounds under Rule 15.

| note that this is not a case in which a party has assuned
an obstructioni st posture. Defendants have not pointed to
evidence that plaintiffs have a history or "clear record" of
di l atoriness nor have they alleged any specific or actual
prejudice to their defense resulting fromthe instant del ay.
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shall be freely given when justice so requires.” In the instant
case, plaintiffs anmended t he conpl ai nt once as of ri ght on Novenber
28, 1995. Leave of the court was required to anend the conpl ai nt
thereafter. | dism ssed the Novenber 28 conpl aint by order dated

April 19, 1996 and sua sponte granted plaintiffs |eave to anend.

Because the allegations in the proffered SAC appear to exceed the
scope of that order, it is necessary to evaluate the propriety of
granting plaintiffs |leave to anend to assert those allegations
whi ch exceed the scope of the order.* Generally, an anendnent
whi ch does not conformto Rule 15(a) is "without |egal effect and
any new matter it contains wll not be considered unless the

anmendnent is re-submtted for the court's approval. Straub v. Desa

Indus., Inc., 8 F.RD. 6, 8 (MD. Pa. 1980). Nevertheless, "sone

courts have held that an untinely anended pl eadi ng served w t hout
judicial perm ssion may be considered as properly introduced when
| eave to amend woul d have been granted had it been sought, and when
it does not appear that any of the parties will be prejudiced by

all ow ng the change." 1d. Leave to anmend a pleading is to be

' The order granting |leave to anend stated that, "this
court will allow [plaintiffs] to file a second anended conpl ai nt
if [they] can supplenent [their] allegations with nore detailed
i nformation about SCT's all eged involvenent with the anal yst
reports.”™ On Novenber 28, 1995, ten nonths later, plaintiffs
filed the SAC in which they assert various new factual
al l egations of msleading statenents or om ssions regarding
def endants software for the utilities market, anticipated | osses
in the fourth quarter for SCT's newy aquired subsidiary, Adage,
SCT's earnings forecast for that quarter and a new claimfor
negligent msrepresentation. Def. Mot. at 7. Plaintiffs also
reiterate their claimregardi ng pl anned cost increases,
particularly enpl oyee costs, which reduced profits and profit
margins in the fourth quarter
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"freely given when justice so requires.”" Rule 15(a). Fromits
i nception, Rule 15 has been given a liberal interpretation by the
federal courts. See 6 Wight & MIler, Federal Practice and
Procedure: Cvil 8 1471, 81486 (1971). Wile Rule 15[a] has been
interpreted to give the court extensive discretion to decide
whether to grant |eave to anmend and to inpose conditions on the
al l owance of a proposed anendnent, 1d., this discretion is not
absol ut e. A refusal of a motion for leave to anmend nust be

justified.? Foman v. Davis, 371 US. 178, 181-82 (1962).

Perm ssi bl e justifications include: (1) undue delay; (2) bad faith
or dilatory notive; (3) prejudice to the opposition; (4) repeated
failures to correct deficiencies with previous anendnents; and (5)

futility. 1d.; Arab African Int'l Bank v. Epstein, 10 F.3d 168,

174 (3d Cir. 1993). The Third Crcuit court of appeals has stated
that "prejudice to the nonnoving party is the touchstone for the

deni al of an anendnent." Lorenz v. CSX Copr., 1 F.3d 1406, 1414 (3d

Cr. 1993). Intheinstant case, defendants assert two reasons why
this court should deny the proposed anmendnent: prejudice and

futility.* Def's Mot. to Dis. at 9.

2 In Foman v. Davis, 371 U S. 178, 181-82 (1962), the
Suprenme Court interpreted the phrase "freely-given" as a limt on
a district court's discretion to deny |leave to anend. The Court
stated, "the Federal Rules reject the approach that pleading is

ganme of skill in which one m sstep by counsel nmay be decisive to
t he outcone” and that "the purpose of pleading is to facilitate a
proper decision on the merits." |d. at 182.

2L Def endants al so contend that plaintiffs have sinply re-
asserted previously dism ssed clains regarding m sstatenents
about SCT's newly acquired subsidiary, Adage. Def. Mdt. at 7. |
concl ude, however, that this claimis not nerely a refornul ation
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| find that allow ng the proposed anendnent, filed 10 nonths
after plaintiffs were granted |eave to anend, will not result in
prejudice to the plaintiffs. Prejudice has been defined as "undue
difficulty in prosecuting [or defending] a |lawsuit as a result of
a change in tactics or theories on the part of the other party.”

Deakyne v. Commirs of Lewes, 416 F.2d 290, 300 (3d Cr. 1969);

Schuyl kill Skyport Inn, Inc. v. Rich, 1996 W 502280, *3 (E. D. Pa.
1996) . The non-noving party nmust do nore than nerely claim

prejudi ce. Bechtel v. Robinson, 886 F.2d 644, 652 (3d Cr. 1989).

It "nmust showthat it was unfairly di sadvantaged or deprived of the
opportunity to present facts or evidence which it would have

offered had the . . . amendnent been tinely." 1d.; Schyulkill,6 at

* 3. Further, the nere passage of tinme, w thout nore, does not
require that a notion for |eave to anmend be deni ed; however, at
sone point, the delay will becone undue, placing an unwarranted

burden on t he opposing party. Adans V. Gould, 739 F.2d 858, 868 (3d

Cr. 1984), cert. denied, 469 U S 1122 (1985). In the case at

hand, defendants claim that they have been prejudiced because
"individuals wthinformation relevant tothis litigation haveleft
SCT' s enpl oy, nenories of inportant wtnesses may have faded, and
t he cl ai mhas becone generally stale."™ Def's. Mot. to Dism ss at 9.
Such conclusory allegations do not sufficiently denonstrate
prejudice to defendants warranting denial of |leave to anmend the

conpl ai nt .

of the claimcontained in the Arended Conpl ai nt .
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Furthernore, while plaintiffs have exceeded the scope of this
court's order granting | eave to anend, the changes in the SAC are
not substantial. Al t hough plaintiffs have added sone new
all egations, they are closely related to the allegations in the
first anended conpl ai nt and t he general theories of recovery renain
the sane. To the extent there are significant differences between
the first and second anended conpl ai nts, defendants have not been
deprived of an opportunity to respond to the new al |l egati ons. The
defendants have already filed briefs in response to the SAC
addressing the nerits of the clains contained therein. These
subm ssi ons have been given full consideration by the court inits
di sposition of the instant notion. Accordingly, this court finds
no unfair disadvantage to defendants fromall ow ng the SAC.

| next exam ne whet her the proposed anendnent woul d be futile.
Amendnment of a conplaint is futile if the anmended conplaint fails
to state a cause of action because it would not survive a notion to

dismss. Adans, 739 F.2d at 864; R ley v. Taylor, 62 F.3d 86, 92

(3d CGir. 1995); J.E. Mamye & Sons, Inc. v. Fidelity Bank, 813 F. 2d

610, 613 (3d Cir. 1987); Lorenz v. CSX Corp., 1 F.3d 1406, 1414 (3d

Cr. 1993) (plaintiffs denied | eave to anend where facts sought to
be pleaded were repetitious of those already contained in the
conpl aint and even if pleaded were insufficient to state a claim.
| wll therefore exam ne the sufficiency of the SAC according to
the standard set forth under Rule 12(b)(6).

B. Federal Securities Caim Section 10b and Rule 10b-5

Plaintiffs assert clains under Section 10(b) and 20(a) of the

22



Securities Exchange Act, 15 U S.C. 8878j(b), 78(t)(a), and Rule
10b-5 promul gated thereunder. 17 C. F. R 8240. 10b-5.

Section 10(b) provides a broad prohibition on the use of
"mani pul ati ve and deceptive devices" in connection wth the
purchase or sale of a security.? Pursuant to its authority under
section 10(b), the Securities and Exchange Commi ssion i ssued Rul e
10b-5 whi ch prohibits material m srepresentati ons and onm ssions in
connection with the purchase or sale of a security.?® Rule 10b-5
has been interpreted to establish an inplied private right of

action. See Blue Chips Stamps v. Manor Drug Stores, 421 U S. 723

(1975); Superintendent of Insurance v. Bankers Life & Casualty Co.,

404 U.S. 6 (1971). To state a claimunder Rule 10b-5, a plaintiff

?2 Section 10 provides:
It shall be unlawful for any person, directly or indirectly, by
t he use of any neans or instrumentality of interstate conmerce or
of the mails, or of any facility of any national securities
exchange--...(b) to use or enploy, in connection with the
purchase or sale of any security registered on a national
securities exchange or any security not so registered, any
mani pul ative or deceptive device or
contrivance in contravention of such rules and regul ations as the
[ Securities and Exchange] Conm ssion may prescribe as necessary
or appropriate in the public interest or for the protection of
investors. 15 U.S.C. 878j(b).

? The rul e states:
It shall be unlawful for any person, directly or indirectly, by
t he use of any neans or instrumentality...
(a) To enpl oy any device, schene, or artifice to defraud,
(b) To nmake any untrue statenent of material fact or omt to
state a material fact necessary in order to nmake the statenents
made, in light of the circunstances under which they were nade,
not m sl eadi ng, or
(c) To engage in any act, practice, or course of business which
operates or would operate as a fraud or deceit upon any person,
in connection with the purchase or sale of any security.
17 C F.R 8§ 240. 10b-5.
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must allege "that the defendant (1) nmde a msstatenent or
om ssions of material fact; (2) with scienter; (3) in connection
W th the purchase or sale of securities; (4) upon which plaintiffs
relied; and (5) that plaintiffs' reliance was the proxi mate cause

of their injury." See ln re Burlington Coat Factory Sec. Litig.,

114 F. 3d 1410, 1417 (3d CGr. 1997)(citing Inre Phillips Petrol eum

Sec. Litig., 881 F.2d 1236, 1243 (3d Cir. 1989). |If plaintiffs
have failed to all ege one of these elenents, their conplaint nust
be di sm ssed. Finally, since the clai mbeing assertedis a "fraud"
claim plaintiff nust satisfy the hei ghtened pl eadi ng requirenents
of Federal Rule of Civil Procedure 9(b).? 1d. The defendants do
not chall enge the sufficiency plaintiff's allegations regardingthe
reliance, causation, or danage el enents of the cause of action and
nei ther party di sputes that the i nstant case occurred i n connection
wWith the sale of securities that are covered by 810b and Rul e 10b-

5.2° Therefore, the focus of ny inquiry is whether the conplaint

** Rule 9(b) provides that "in all avernents of fraud or
m st ake, the circunstances constituting fraud or m stake shall be
stated with particularity.” Rule 9(b) also provides that
"malice, intent, know edge, and other condition of mnd of a
person may be averred generally."

% Plaintiffs assert a fraud on the market theory and,
t herefore, no individual reliance need be proven. The fraud on
the nmarket theory is based on the hypothesis that, in an open and
devel oped market, the price of a conpany's stock is determ ned by
the available material information regarding the conpany and its
business. Peil v. Speiser, 806 F.2d 1154, 1160 (3d Cr 1986); In
re Apple Conputers Litig., 886 F.2d 1109, 1114 (9th G r. 1989),
cert. denied, 496 U S. 943 (9th Gr. 1989). Thus, where a
def endant has nade a nmaterial msrepresentation, the court wl|
presunme that the m srepresentation occasioned an increase in the
stock's value that induced the plaintiff's to purchase the stock
Id. at 1161. This presunption operates al so, however, to offset
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adequately alleges that defendants nmade materially m sleading
m sstatenents or omssions with scienter. | wll exam ne each of
t hese el enents in turn.
M sstatenents or Om ssions of Material Facts

A statement is false or msleading if it is factually
i naccurate, or additional information is required to clarify it.
Pache, 1995 W. 118457, at *3. M srepresentative statenents of fact
clearly satisfy this requirenent. In addition, msleading
statenments of subjective analysis or extrapolation, such as
opi nions, notives or intentions, or forward | ooking statenents,
such as projections, estinmates, and forecasts nmay be actionable if
t he speaker does not genuinely and reasonably believe them when

made. In re Donald Trunp Sec. Lit., 7 F.3d at 368. An om ssion

can also satisfy this elenent where silence would nake other
statenents m sl eading or fal se. However, the nere possession and
nondi scl osure of material facts does not inpose liability under

Rul e 10b-5. See e.qg., Basic v. Levinson, 485 U S. 224, 239 n.17

(1988) ("silence absent a duty to disclose is not msleading");

First Virginia Bankshares v. Benson, 559 F.2d 1307, 1317 (5th Cir.

optimstic forecasts, so if in a prior or sinultaneous docunent,
the market is warned about certain risks, these warnings are
presunmed al so to have been incorporated into the stock price.
Raab v. General Physics Corp., 4 F.3d 286, 289 (4th Cr. 1993);
See also, Kriendler, 877 F. Supp. at 1150 n.8. ("According to the
efficient market hypothesis, the market is an open and devel oped
one which imedi ately i nmpounds all available infornmation, even
know edge that is difficult to articulate and obtain and
plaintiffs are charged with know edge of all avail able

i nformation; they may not nyopically focus. . . on a lie and
ignore the truthful information already available to the

mar ket . ")
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1977) (Rul e 10b-5 creates a statutory duty to "speak the full truth
when def endant undertakes to say anything"); Pache 1995 W. 118457,
at *3. There is no duty to disclose general econom c conditions
because the federal securities | aws do not conpel disclosure of the

obvi ous. In re Donald Trunp Casino, 7 F.3d at 377; Krim v.

Banctexas G oup, [ nc., 989 F.2d 1435, 1446 (5th Gr.

1993) (conpliance with securities | aws requires issuers to discl ose
material firmspecific information regarding predictions but
i nformation concerning general economc facts and conditions is
presuned to be known to investors and analysts). In sum a
statenment is potentially actionable if, when read in |ight of all
the information then available to the market or a failure to
di scl ose particular information, it conveyed a fal se or m sl eadi ng
i npression. |In addition, certain vague and general statenents of
opti m sm have been held not actionable as a matter of | aw because
they constitute no nore than "puffery" and are understood by the

reasonabl e i nvestors as such. San Leandro Energency Medi cal G oup

Profit Sharing Plan v. Phillip Mirris Cos. Inc., 75 F.3d 801, 810-

11 (2d Gir. 1996).

A m sl eading statenent or omssion is material if thereis a
"substantial |ikelihood" that the reasonable investor would have
viewed the statenent or om ssion "as having significantly altered

the "total mx' of informati on nmade avail able." TSC Indus., Inc.

v. Northway, Inc., 426 U S. 438, 449 (1976). |In other words, a

m srepresentation or omssion is material if it is substantially

likely that it would have assuned actual significance to a
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reasonabl e i nvestor contenpl ating the purchase of securities. 1n

re Craftmatic Sec. Litig., 890 F.2d at 639. Although materiality

is amxed question of |awand fact ordinarily decided by the trier
of fact, if the alleged m srepresentations and om ssions are SO
obvi ously uninportant to an investor that reasonabl e m nds cannot
differ on the question of materiality, the court may rul e that the
al l egations are not actionable as a matter of law. Trunp, 7 F.3d

at 369 n. 13 (quoting Shapiro v. UJB Fin. Corp., 964 F.2d 272, 280

n.11 (3d Cr.), cert. denied, 113 F. C. 365 (1992)). When

assessing materiality, the court should not only consider the

statenent or omssion itself, see e.qg., Hoxworth v. Blinder

Robi nson & Co., 903 F.2d 186, 200-01 (3d Cir. 1990)(extrenely

exagger at ed or vague statenents constitute i mmaterial puffing), but
also the context in which it occurs. See Trunp, 7 F.3d at 364
(recogni zing "that a statenent or om ssion nust be considered in
context, so that acconpanying statenents may render it inmateri al

as a matter of law'); San Leandro Energency Medical G oup Profit

Sharing Plan v. Phillip Mrris Cos. Inc., 75 F.3d 801, 810-11 (2d

Cr. 1996). The "bespeaks caution” doctrine under federal
securities law provides that sufficient cautionary [|anguage,
caveats, or warnings render estimates or predictions of business
results immterial as a matter of law. The Third G rcuit Court of

Appeals in In re Donald Trunp Casino Sec. Lit., 7 F.3d 357 (1993)

explicitly adopted the doctrine.? The doctrine can be i nvoked only

% Al though the instant case involves the fraud on the
mar ket theory and in that way differs from Trunp, there is anple
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for msleading "forward-Iooking" statnents, not msleading
statenments of existing fact. In such cases, the statenents'
potential to msleadis offset by sonme other disclosure. |In Trunp,
the Third G rcuit described the doctrine as follows

"when an offering docunents' forecasts, opinions, or

projections are acconpanied by neaningful cautionary

statenents, the forward | ooki ng statenents will not form

the basis for a securities fraud claim if those

statenments did not affect the "total m x" of information

the docunent provided investors. In other words,

cautionary |l anguage, if sufficient, renders the all eged

onmi ssions or msrepresentationsimmterial as a matter of

law. Trunp, 7 F.3d at 371-72.

In order for a court to conclude that cautionary statenents
render the m srepresentations and om ssions inmaterial as a matter
of law, a defendant nust establish that the cautionary statenents
"discredit the other one so obviously that the risk of real

deception drops tonil."” Virginia Bancshares, Inc. v. Sandburg, 501

U S. 1083 (1991). The cautionary statenents nust be substantive
and tailored to the specific future projections, estinmtes, or
opi nions which plaintiffs challenge.” Trunp, 7 F.3d at 371-72.
"Disclainmers nust relate directly to that on which investors claim

to have relied.” Kline v. First Western Sec. Lit., 24 F. 3d 480, 489

(3d Cr.), cert. denied, - US _ 115 S. Ct.613 (1994). On the

authority that the "bespeaks caution doctrine"” is applicable.

See, e.q. Gary v. Wallace 1995 w 118457 (E.D. Pa. 1995) Sinay v.
Lanson & Sessions co., 948 F.2d 1037 (6th Gr. 1991); Polin v.
conductron Corp., 552 F.2d 797, 806 ,.28 (9th Gr.), cert.

denied, 434 U S. 857 (1977); In re Goodyear Tire and Rubber, 1993
US Dist. LEXIS 5333 (E.D. Pa. Apr. 21, 1993)(Dubois, J.); 49

BUS. Law 481, 483 (1994)(nothing in doctrinal |ogic of "bespeaks
caution"” doctrine limts application to exclude fraud on narket
cases).
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ot her hand, a "vague or bl anket disclainer which nerely warns the
reader that the investnment has risks will be inadequate to prevent
m si nf or mati on. A claimwll be dismssed under the bespeaks
caution doctrine only when the docunents containing defendants

chal l enged statenents contain enough cautionary |anguage or
di scl osure that "a reasonabl e fact finder coul d not concl ude" that
the alleged msrepresentation "would influence a reasonable
investors investnent decision." Trunp, 7 F.3d at 369. When
applying the doctrine to atruth on the nmarket case, the context in
which the statenent nust be read should include prior or
si mul t aneous docunents. Pache 1995 W. 118457 at *4 ("Optim stic
forecasts in one docunent are not actionable if the market was
sufficiently warned in a prior or sinultaneous docunent that those
forecasts mght not be fulfilled."). However, when the cautionary
statenments are scattered about in different places, it may be
harder to conclude as a matter of |aw that they had cautionary
effect. Virginia, 502 U S. 1097. Thus, there can be no liability
under the securities | aws, as a matter of | aw, where neani ngful and
specific cautionary disclosures are nmade regarding the subject
matter of the alleged m srepresentation.

As noted, plaintiffs rely onthe fraud on the market theory in
bringing this action. An essential corollary to this theory is a
"truth on the market" defense recognizing that a statenment is
materially msleading only if the all egedly undi scl osed facts have

not already entered the market. In re Convergent Tech. Sec. Litig.,

948 F. 2d 507, 513 (9th Cr. 1991)). |If the market has becone aware
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of the all egedly conceal ed information, the facts all egedly omtted
by the defendant would already be reflected in the stock's price

and the market would not be m sl ed. In re Aenfed, Inc. 42 F. 3d

1541 (9th CGr. 1994)(citing, Inre Apple Conputer Sec. Litig., 886

F.2d 1109, 1114); See also, In re Goodyear, 1993 W. at *4 n.6 (in

fraud on the market case the market is presuned to have absorbed
all material information respecting a conpany and its business).
However, before the "truth on the nmarket" defense can be appli ed,
t he def endants nust prove that the information that was all egedly
W thheld or m srepresented was transmtted to the public with a
degree of intensity and credibility sufficient to effectively
count er bal ance any m sl eadi ng i npressi on created by t he def endant' s

statenents. Apple at 1492-93 (citing, Kaplan v. Rose, 49 F. 3d 1363,

1376 (9th Gr. 1994). A truth on the market defense can thus be
granted on a notion to dism ss where the conpany's SEC filings or
ot her docunments disclose the very information necessary to nake

their public statenents not m sleading. See, Inre Stac El ectronics

Sec. Litig., 89 F.3d 1399, 1410 (9th Gr. 1996) (affirmng

dism ssal of fraud on the market claim because the prospectus
di scl osed sone of the alleged omtted information, and the rest
woul d have been obvious to the market even w thout disclosure),

cert. denied, -US. -, 117 S.C. 1105. Guided by these standards,

the court wll evaluate each of plaintiff's clains.

(1) Software for the Utilities Mrket

Def endants argue that the plaintiffs have not stated a cl aim

for securities fraud based on the statenments alleged in the
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conpl ai nt because they (1) are not acti onabl e m sstat enents because
either the statenents thenselves are not sufficiently factual to
support liability or they do not trigger a duty to disclose the
information allegedly omtted; (2) areinmmterial or not m sl eading
as a matter of |aw because the information allegedly omtted was
di scl osed before or during the class period or (3) nerely all ege
fraud by hindsight.? This court agrees.

Plaintiffs attenpt to establish scienter for this claim by
alleging insider trading plus the fact that in January 1996 SCT
admtted that the problens it experienced wth its utilities
software were "so serious and extensive that none of the Conpany's
utilities custoners would recomrend [SCT's] utilities software to
potential purchasers.” SAC at § 33. Defendants claimthat these
al | egati ons have not net the requirenents for pleading scienter in
Rule 9(b). This court agrees.

Plaintiffs cite the follow ng representations as materially
m sl eadi ng:

(1) Adocunent issued August 5, 1994 entitled, "SCT positioned

for the '90's," states that SCI's wutilities business, had

*I'n deternmining SCT's first notion to disniss the amended
conplaint, | determ ned that because SCT had not pointed out any
material statenents regarding SCT's fourth quarter finances which
di scl osure of these costs would correct, the only breach of duty
plaintiffs may claimis that inposed by Item 303(b). | dism ssed
plaintiffs' clains to the extent that they were based on failure
to disclose cost increases because information about expenses,

i ncl udi ng product devel opnment costs, was adequately disclosed in
SCT's quarterly SEC filings. Wallace v. Systens & Conputer
Technol ogy, at p. 22-23.
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"excell ent new opportunities - donestic and international ."

(2) A docunent issued Decenber 23, 1994 stated that the
utilities software, "lInnovative BANNER Custoner Infornmation

Systenm', was "experiencing significant demand." Id. Y 45.

(3) SCT's 1994 Annual report Form 10-K fil ed on Decenber 23,

1994 "touted" its utilities software, %

stating

We have experi enced unprecedented growt h-both internally
and in the ever-expanding utilities marketpl ace-and we
are proud to note that the BANNER Custoner | nfornation
System (CIS) continues to be a |eading conprehensive
sof tware system backi ng custoner service strategies.

Id. at 26.%°

(4) Form10-Qfor the first quarter of 1995 fil ed on February
14, 1995 and Form10-Q for the second quarter filed on May 15, 1995
attributed reported increases in SCT's revenues in that quarter to
"increases in licenses of BANNER and related services in both the
United States and international utilities markets", the fact that
SCT was devel opi ng new products for the utility market.

8 The 1994 fiscal year ended Septenber 30, 1994.

? These statenents and the context in which they were
presented are as follows: W have experienced unprecedent ed
growth both internally and in the ever-expanding utilities
mar ket pl ace-and we are proud to note that the BANNER Custoner
| nfornation System (CIS) continues to be a | eadi ng conprehensive
sof tware system
backi ng customer service strateqgies." Because BANNER CI S can be
tailored to neet a utility's specific needs, the utility is able
to respond nore rapidly to custoners, to achieve nore accuracy in

customer billing and to gain greater control over its financi al
resources. Rul e-based technol ogy and fourth generation | anguage
conmbine to nake BANNER CI S fl exi ble and easy to use . . . Froma

mar keti ng perspective, BANNER represents a solution that covers a
broad portion of the utility industry, ranging fromsmll and

m d-size providers to those with a multi-mllion custoner base.
SCT Utility Systens al so offers BANNER Utility Finance and Human
Resources, giving the division a suite of products that ranks as
one of the strongest, integrated adm nistrative series for the
utility user. In the next year, additional BANNER systens for
utilities are expected to be introduced.

SAC 11 26, 31-36.
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(5) SCT's first and second quarter Form 10-Q al so stated that
the "costs of such [new] products have been capitalized".® 1d. 11
29, 34, 41, 46.

(6) During a conference call held on or about July 17, 1995,
SCT stated that its utilities business was strong; and that,

(7) although the conpany was slowing the sales of its
utilities software to inprove the quality of that software,

(8) this inprovement would be acconplished with a cleaner
software release in the upcoming quarter. 1d. ¥ 43; DX-A

Plaintiffs allege that SCT knew i nformati on by May 15, 1995
that rendered these statenents materially m sleading. 7Y 35-36.

These statenents allegedly (1) inpliedly represent that the
"slowi ng of sales" was the result of a deliberate and voluntary

decision by the defendants to decelerate sales of a defective

* Plaintiffs claimthat Form 10-Q for the third quarter
ended June 30, 1995 is misleading for failure to disclose that
(1) expenses were sharply increasing due to the addition of
hundreds of enpl oyees and costs associated with the extensive
known defects of the Conpany's utilities software; (2) product
devel opnment costs were increasingly being expensed rather than
capitalized; (3) problenms with SCT's existing products had
brought sales of the existing software to a halt; and that (4)
Adage was experiencing |osses. SAC Y 46. Plaintiffs claimthat
SCT violated both Rule 10b-5 and Item 303(b), SEC Reg. S-K, 17
CF.R 8 229.303(b) for failing to disclose the above inits
third quarter Form 10-Q and for failing to disclose extensive
defects in the utilities software and the |ikely effects thereof.
Id. at {35, 46. Item 303(a), governing financial statenents for
full fiscal years, mandates disclosure of "known trends or
uncertainties that the registrant reasonably expects will have a
material . . . inpact on net sales, revenues or incone from
continuing operations.” 17 C.F.R 8229.303(a)(3)(ii). "If the
regi strant knows of events that will cause a material change in
the rel ationship between costs and revenues (such as known future
increases in costs of labor or materials or price increases or
i nventory adjustnents), the change in the relationship shall be
di sclosed. 1d. |Item 303(b), governing interimfinancial
statenments, requires that the registrant disclose any "materi al
changes in those itens specifically listed in paragraph (a). 17
C.F.R 8229.303(b).
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product rather than the result of dissatisfied custoners' refusa
to recommend the product; (2) fail to disclose that sal es had not
nerely "slowed" but had actually ceased by the beginning of the
cl ass period for approximately one year; (3) fail to disclose the
exi stence of, financial inpact, and severity of the defects: (i.e.,
that a nearly conplete redesign of the product was necessary and
that SCT was contractually obligated to bear the cost repair for
custoners); and (4) falsly represent that the inprovenent in the
quality of the utilities software would be acconplished in the
fourth quarter when SCT knew ot herwi se by June 1995.°% SAC 32

Plaintiffs also claimthat the defendants failed to discl ose
the fact that (1) expenses were sharply increasing due to the
addi ti on of hundreds of enployees and costs associated with the
known defects of the Conpany's utilities software; and (2) product
devel opnment costs were increasingly being expensed rather than
capitalized.

| conclude that Statenent 1, that the utilities software

busi ness "had excellent new opportunities - donestic and

international" and Statenent 3, that the utilities software

"continues to be a | eading conprehensive software system backi ng

custonmer service strategies," do not support a cause of action

1 As discussed later in this opinion, plaintiffs also claim
that these facts (i.e. that demand for the product had stopped,
SCT was incurring expenses in redesigning as well as repairing
the software that had already been installed at custoner sites
constitute a "material change" or "known uncertainty or trend"
that woul d reasonably be expected to have material inpact on
SCT's future revenues expenses and i ncone under Item 303(b). SAC
T 33; Item303(b), 17 CF. R 8229.303(b).
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under the securities laws. They are vague statenents so devoi d of
concrete informati on that no reasonabl e i nvestor woul d have rel i ed

on them Shapiro v. UJB Financial Corp., 964 F.2d 272, 284 n.12 (3d

Cir.)(expressions of general optimsmconstitute nothing nore than
puffing and are not acti onabl e; forward | ooki ng statenents that are
wholly indistinct intime or in substance are inmmaterial), cert.

deni ed, 506 U. S. 934 (1992); Lewis v. Chrysler Corp., 949 F. 2d 644,

652-53 (3d Cir. 1991); Raab v. General Physics, 4 F.3d at 289

(vague statenents cannot be the basis of a fraud claimas they were
mere "puffing").

Statenments 1-4 are not msleading as a matter of [aw. \Wen
plaintiffs allege that defendants knew of adverse circunstances
which they failed to disclose or account for in making positive
statenents, the conpl ai nt nust contai n factual allegations that the
adverse conditions existed at the tinme of the msstatenent.
Plaintiffs have not cited any contenporaneously existing
information that should have been known to the defendants at the
time the defendants nmade the chall enged statenents. Because the
plaintiffs do not allege that defendants had know edge of the
defects in the wutilities software or any other information
i nconsistant with the quoted representations until approxi mately
May 15, 1995, any statenents issued by defendants before that date
can not be fal se or m sl eading. Accordingly, Statenent 1 issued on
August 5, 1994, Statenent 2 issued on Decenber 23, 1994, Statenent
3 issued in Decenber, 1994, and Statenent 4 issued on February 14,

1995, can not support plaintiffs' claimfor securities fraud.
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Furthernmore, defendants had no duty to wupdate these
statenments. Under certain circunstances, when a corporati on makes
a public statenent that is correct when issued, it has a duty to
update that statenent if it beconmes materially m sleading in |ight

of subsequent events. Geenfield v. Heublein, Inc, 742 F.2d 751

758 (3d Gr. 1984), cert. denied, 469 U S. 1215 (1985). In Re

Phillips Petroleum 881 F.2d 1236, 1245 (3d Cir. 1989) (There is a

duty to update prior statenents if they were true when nmade, but
will mslead if left unrevised in light of subsequent events).
However, it is well settled that an accurate report of past
successes does not contain an inplicit representation that the
trend i s going to continue, and hence does not obligate the conpany

to update the public as to the state of the quarter in progress.

In Re Burlington Coat Factory Sec. Lit., 114 F.3d 1410, 1432 (3d
Cr. 1997). Accordingly, there was no duty to update statenents 1-
4 in light of subsequently discovered information about the
utilities product.

Contrary to plaintiffs' assertion, no reasonable investor
woul d read Statenment 8 as a definitive statenent that the software
woul d be corrected in the fourth quarter.® DX-A  Rather, the
statenent clearly indicates that SCT nerely "hope[d]" that the

probl ens could be identified, addressed, and resol ved during the

% The actual statenent made during the July, 1995

conference call is as follows. "Now this is not rocket science,
it's, vou know, hunan beings can do this work, so it'll get done
and hopefully there will be a release this quarter of a nuch

cl eaner version of the software. Y 43; DX-A at 7, 11
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next quarter. DX-A at 7, 11 ("hopefully there will be a rel ease
this quarter of a nuch cleaner version of the software").
Proj ections of performance not worded as guarantees are generally

not acti onabl e under the securities |aws. Raab v. General Physics

Corp., 4 F.3d 286, 289 (4th Cr. 1993); Krim v. Banctexas

G oup,Inc., 989 F.2d 1435, 1446 (5th Cr. 1993). As aresult, this

statenment is not actionabl e.

Statenment 4 was reitereated on May 15, 1995. Thi s statenent,
attributing the cause of reported increases in second quarter
revenues to "increases in |licenses of BANNER and rel ated services
in both the United States and international utilities markets", is
al so not msleading as a matter of law Plaintiffs have failed to
identify any information i nconsistent with this statenment that was
available to defendants at the tine this statenent was issued.
Know edge of defects in the utilities software does not render a
report of the products' past contribution to revenues false or
m sl eading. No reasonable investor would read this as an inplied
prediction that the increases would continue.

Statenent 5is imuaterial as a matter of law. Know edge t hat
product devel opnent costs woul d be "expensed" at the tine stating
that the "costs of [devel opi ng new products for the utility market]
have been capitalized" (i.e. not included in reported expenses and
reducing reported incone) renders this statenment false and
m sl eadi ng absent sone other disclosure by SCT. § 41. However,
SCT's quarterly SEC reports do show a marked "trend" of increasing

selling, general, and adm nistrative (SGA) costs. See, DX-E, (S&A
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expenses increased 22.62% from the previous third quarter and
total ed $30,544,000 and $25,821,000 in the nine-nonth periods
endi ng June 30, 1995 and 1994, respectively); DX-D (S&A expenses
increased 9.97%fromthe previous second quarter and total ed $20,

048, 000 and $17, 261,000 in the six-nmonth periods endi ng March 31,

1995 and 1994, respectively); DX-C (S&A expenses increased 23. 3%
from the previous first quarter and totaled $9,863,000 and
$7,999,000 in the three nonth periods endi ng Decenber 31, 1994 and
1993, respectively), as well as product devel opnent expenses not

capitalized. See, DX-E Note E, (non-capitalized product devel opnent

expenses totaled $7, 124, 000 and $5,643,000 in the nine nonth
peri ods endi ng June 30, 1995 and 1994, respectively); DX-D, Note E,

(such expenses total ed $4, 369, 000 and $3, 890, 000 i n the six-nonth
periods endi ng March 31, 1995 and 1994, respectively); DX-C, Note
D, (such expenses total ed $2, 283,000 and $1, 900,000 in the three-

nont h periods endi ng Decenber 31, 1994 and 1995, respectively).

The figures for a reasonabl e i nvestors anal ysi s and conpari son were
di scl osed. Therefore, to the extent that plaintiffs allege that

SCT failed to disclose such cost increases in violation of Rule
10b-5, that claimis di sm ssed.

Finally, statenents 6 and 7, made during the July, 1995
conference call, are immterial as a matter of |aw These
statenments inply that the utilities business was "strong" and t hat
the "conpany was [voluntarily] slowing sales of its utilities

software to inprove the quality of that software.” SAC | 43; DX-A
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at 7, 11.* Plaintiffs claimthat these statements are m sl eadi ng
because they fail to disclose that the software had "extensive and
severe defects", that these defects led dissatisfied utilities
custoners to refuse to recomend the product to other utilities and
that sales, therefore, conpletely ceased. These statenents al so
failed to disclose that SCT was incurring costs of repairing
products al ready sold to custoners and i n redesi gni ng t he soft ware"
and that by June, 1995, as a result of reported mal functions and
its own unsuccessful efforts to correct the problens, SCT knew or
di sregarded facts indicating that a conplete redesign of the
software was necessary. Pl's. Reply at 2-6; SAC { 32-33.

My review of the disclosures nmade by SCT evidence that the
mar ket would not be msled by these statenents or they were
rendered i nmateri al because the market was aware of the potenti al
effect of existing problens on revenue and profits not |ater than

July 1995. See Shuster, 1997 Fed. Sec.L.Rep. 199, 437 at 199, 867

% The actual statenents made during the July 1995
conference call are as follows. "As a result, we're sl ow ng down

the sales process ourselves to nmake certain that we don't, you
know, slip this product into sone custoner and di sappoi nt them
and make certain we get it right. And it's unfortunate, but it
happened, and, now, you know, you've got the rework cost so we're
payi ng the cost of cleaning the damm thing up plus our own, |
think, wi se decision to slowthe growh of the business down so
that we can catch up on the product side and not have | ousy
products in custoners' hands. So that's what's going on. Now
this is not rocket science, it's, you know, hunman bei ngs can do
this work, so it'll get done and hopefully there will be a

rel ease this quarter of a much cleaner version of the software
and we get back on track again, but we've been working on that
one now for about 6 or 7 nonths, maybe even a little bit |onger,
a problemon that and |I've sort of alerted you to the problem
DX- A.
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(there can be no liability under the securities |laws where
meani ngf ul and specific cautionary di scl osures are nade). Contrary
to plaintiffs' assertion, SCT's disclosures were not limted to
vague "sugar coated" statenents about "delivery issues" and

"qual ity issues" with the software. Pl's Resp. at 22. *

% In the July 1995 conference call with securities analysts
during which SCT made m sstatenents in connection with SCT's
announcenent of earnings for the third quarter, Emm, the
Presi dent, CEOQ and Chairnman of the Board of Directors, reported
the following regarding the Utilities business:

Q Could you address the challenges that you're haV|ng

inthe utility business delivering product

A. Uilities have had delivery issues and that has

slowed it down. But if you look at the utility sector

as a whole, not just the software, three years ago we

did $4 nmillion, last year we did $15 nillion, this year

we'll do $30 mllion. So while it's slowed, its still

a strong perfornmer and we've just got to get through

sonme delivery issues there to even see higher growh,

t hi nk .

* k%

. . We've nade nanagenent changes in the utilities
busi ness and a guy by the nanme of Bill Mhoney is now
president of the utilities business. W've also
changed the research and devel opnent vice president and
Jack Kramer is now the R&D president of that business.
These are strengthening noves. These are two of our
strongest perfornmers in the conpany and we think that
they will get us back on track with the products side
of the utilities business.

DX- A at 2-3.
*k**

Q And the utility business?

A (M Emm): The utility business. W had a rel ease

of the product ained principally at the electric

utility nmarket that was not as clean as we woul d have

liked and we had quality issues in the release. So, we
are working on cleaning up the quality of that rel ease
of the product to nmake certain that, you know, we don't

di sappoint custonmers. As a result, we're slow ng down

the sales process ourselves to make certain that we

don't, you know, slip this product into sone custoner
and di sappoint them and nmake certain we get it right.

And it's unfortunate, but it happened, and, now, you

know, you've got the rework cost so we're paying the
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DX- A.

cost of cleaning the damm thing up plus our own, |
think, wi se decision to slow the growh of the business

down so that we can catch up on the product side and
not have lousy products in custoners' hands. So that's
what's going on. Now this is not rocket science, it's,
you know, human beings can do this work, so it'll get
done and hopefully there will be a release this quarter
of a much cl eaner version of the software and we get
back on track again, but we've been working on that one
now for about 6 or 7 nonths, naybe even a little bit

| onger, a problemon that and I've sort of alerted you
to the probl em

Q And sonewhat of an unfair question for you as a | ast
one here. Is this problembasically exenplified by the
Vi ce President of R&D change that took place in that
busi ness?

A. Emm: Yes yes. W had put one of our people in who
was, we thought quite capable. But the tasks are
getting bigger and bigger for us in that business and
that's good in that we're going to have a | ot nore
product capability and a lot nore growth than we ever

t hought. Believe nme when | tell you this is a hot

mar ket and can be very good for us. The bad side to
that is the | evel of conplexity in the systens is
growi ng and sort of grew past that individual's
capabilities. W've not fired that person because it
was just clear that we put sonebody too green in the

j ob. W have now probably our second npbst senior
person in the conpany, technical person in the conpany
on the job and the devel opnent staff, for exanple has
gone from15 to 50, and | could easily see the day were
we have 150 devel opers in this market because of the
demands of the market are so good. That says a | ot of
product, a lot of revenue growh is going to occur
there, but you'd better get it right is our judgnent.

You' d better have the product quality stand tall. So
we're taking the tine to get quality back.
at 5, 6-7.

* k% k%

Q Mke could you give us a feel for a 1996 outl ook for
your utility business, maybe hitting on the primary
drivers of that area for that business, including the
UK, electric, small utilities in the U S. and services?
A. Emmi: Yeah it's hard for ne not to get wildly
enthusiastic, Dana. A bit of it hinges on getting the

product stable . . . But, that's going to happen, |
hope, shortly. So as that unfolds, it will make our
selling, vou know, we'll crank up selling again

** k%
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Plaintiffs claim that defendants m sstated the reason for
declining sales. They assert that defendants had a duty to di vul ge
t hat the reason "sal es have sl owed" is that no one woul d recomend
the product, and that inthe utility market, if the product is not
reconmended by anot her custoner, no one will buy. | conclude that
no reasonabl e i nvest or woul d have consi dered this fact significant.
Reveal ing that sales of an admttedly defective product are being
deliberately retarded by a conpany communi cates "the bottomli ne"
to t he purchaser of stock-they shoul d not expect revenues fromthis

area of the conpany's business in the imedi ate future. The fact

Q Have you had any pieces of business in the UK that
you t hought you were the | ock and where it didn't work
out that way in recent tines?
A. Emmi: Yeah, there's been a couple where they decided
to do nothing. They were electrics. To be honest, |
guess that's not bad since we've had problenms with that
rel ease of the software.

Id. at 12.

In SCT's Annual Report for fiscal year 1994 on form 10-K
filed prior to the class period, SCT disclosed that
“"[l]n addition to a license of the application

software, clients also enter into a maintenance
agreement with the conpany, usually for terms ranging
fromone to five years, which entitles the client to
service and support . . . and functional and technica
enhancenents . . . The annual maintenance fee generally
ranges from10%to 15% of the license fee." DX-H at 3.

By these statenents, SCT alleges that it disclosed, clearly
and unequi vocal ly, that it was experiencing problens with its
software for the utilities industry; the conpany's deci sion,
pronpted by the stated desire to avoid di sappoi nting custoners,
to slow the sales of that software; that it was incurring costs
in connection with the reworking of its software; that it nmade
signi ficant changes in the senior nmanagenent of the utilities
busi ness to address the problens encountered; and that the nunber
of staff assigned to the utilities software product had nore than
tripled.
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t hat the absence of revenues was due to the absence of demand for
the product as opposed to the conpany's withdrawal of its sales
effortsisimmterial. Reasonable investors knowthat it i s conmon
and natural to put a spin on why sales are declining. SCT's "spin"
on this adverse information was that they were not pushing the
product because they did not want to give custoners a "lousy"
product. While to another custoner, this nmay be msleading, to a
pur chaser of stock, the objective facts have been disclosed: the
product is defective and do not anticipate revenues fromthe sale
of this product in the imrediate future. The reason given is
immaterial. If the conpany discloses that sal es are declining and
that a defect in the product is the reason for this decline, that
is all the securities laws require.

Further, the representation that the utilities business was
strong is not msleading as a matter of law. The conpany, in the
same conference call disclosed that they were taking the product
off the market and that it was defective.

Finally, the plaintiffs allege that the defendants' statenent
that sal es have "slowed" is materially m sleadi ng because, sales

n 35

had, in fact, "stopped. However, this argunment i gnores that fact

¥ "As the defendants adnmitted publicly after the class
period in an early January 1996 conference call w th investnent
prof essi onal s, the defects of the conpany's software for the
utilities market were so serious and extensive that none of the
conpany's utilities custoners would reconmend Systens' utilities
software to potential purchasers. As a result, because software
purchases by utilities are based on recomrendati ons of custoners
who have installed the software and are using it . . . the
conpany was unable to sell its utilities software to any
custoners for approximtely a year commenci ng at approxi mately
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that the absence of sales today does not preclude sal es tonorrow
and fails to recognize that the reasonable investor |ooks at
busi ness as an ongoi ng process. In the short term custoner orders
have ceased. 1In the |long view, sales have nerely "slowed". Only
fromhi ndsi ght coul d one determ ne that the sal es have been absent
for such a protracted period of time that they should be
characterized as having stopped. The fact that from hindsight
sales stopped for a year does not require one to say in the
begi nni ng t hat sal es have stopped. SCT was not required to berate
itself or resort to alevel of self-criticismthat woul d have been

harnful toits shareholders' interests. See Data Probe Acquisition

Corp. v. Datalab, Inc., 722 F.2d 1, 5-6 (2d G r. 1983) (disclosure

requirenents are limted to a statenent of objective factual
matters and do not inpose a "right of confession"). SCT was not
required to characterize as pernmanent, what appeared to be a
tenporary cessation of custonmer orders caused by a correctable
defect in a product-even if they believed, as plaintiffs claim
that a "redesign" of the product was necessary. As |long as they

did not know that the defect in the software was fatal to the

t he beginning of the class period."  33; Supra, Note 10; See
also, Pl'"s. Mem in Opp. to Def. Mot. to Dism at 24 ("defendants
bel atedly admtted, in January 1996, that their inability to
procure favorabl e recomrendations of their utilities software

fromany existing custoners had | eft SCT unable to sell its
utilities software to any custoners since about the begi nning of
the class period . . . and as a result of reported mal functions

of the utilities software at custoners' sites, defendants knew or
reckl essly disregarded the fact that the defects were so serious
that virtually conplete redesign of the software was
necessary.").
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product, they were entitled to assunme busi ness woul d pi ck up when
they fix the problem Courts have uniformy rejected such attenpts
to plead fraud by hindsight, acknow edging that a plaintiff does
not state a claimfor securities fraud nerely because a conpany
di scl oses, after the fact, that its performance failed to neet

expectations. See lnre Goodyear Tire & Rubber Co. Sec. Lit., 1993

W. 130381 at *2 (E.D. Pa. Apr. 1993); DiLeo v. Ernst & Young, 901
F.2d 624, 626 (7th Gr.) cert. denied, 498 U S 941 (1990)

(plaintiff fails to state a claim for fraud where he alleges

not hing nore than a claimthat disclosures made in |ater reports

shoul d have been nmade in earlier reports); Ponmmer v. Medtest Corp,
961 F.2d 620, 623 (7th Gr. 1992)("the securities |laws approach
matters froman ex ante perspective"). Plaintiffs do not allege
t hat t he def endants knew that the defect was pernmanent or that they
knew i n t he begi nning of the class period that sal es would stop for
the entire year. SCT's disclosures relied on by plaintiff suggest
ot herw se. See DX-A ("Now this is not rocket science, it's, you
know, human beings can do this work, so it'll get done and
hopefully there wll be a release this quarter of a much cl eaner
version of the software and we get back on track again, but we've
been working on that one now for about 6 or 7 nonths, nmaybe even a
little bit |onger, a problemon that and |'ve sort of alerted you
to the problem"); see also, Reply Memin Supp of Def's Mdt. at 9
(I'n aJanuary 4, 1996 conference call, SCT stated, "But sone of the
custoners, | think, are understandi ng and are good references now.

Some just don't want to be references until they're fixed up, and
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up and running.") There is a delicate bal ance between di scl osure
and an insiders' duty to protect the corporation and its'
shar ehol ders' investnent. |ndeed, characterizing sales as having
"ceased" when the conpany did not know with reasonable certainty
that the situation was pernmanent may itsel f have been m sl eadi ng as
wel |l as harnful to investors.

Accordingly, | conclude that, a reasonable investor would
understand that SCT woul d experience a short termdrop in revenue
growh in the utilities business as a result of the slow ng of
sal es, whether the result of a strategically inplenmented voluntary
decision or the result of custoner dissatisfaction, and an
acconpanying increase in costs as SCT attenpted to evaluate and

resolve the problens. see In re Nunerex Corp. Sec. Litig., 913

F. Supp. 391, 400 (E.D. Pa. 1996) ("the federal securities | aws were
intended to protect the average, reasonabl e investor, not the nost
unworl dly naif. They do not require a conpany to state the

obvious."); see also, Weglos, 892 F. 2d at 512, 519 (a conpany need

not di scl ose what are known facts of Iife, nor does a conpany need
to disclose the inevitable operation of Murphy's Law or the Peter
Princi pl e even though they have a substantial effect on business).
SCT was not required to characterize the difficulties it was
experiencing in the utilities software wth pejorative
descriptions, nor was it required to announce all possibl e adverse

i nf erences. Data Probe Acquisition Corp. v. Datalab, Inc., 722

F.2d 1, 5-6 (2d Gr. 1983) cert. denied, 465 U S. 1052 (1984).

Mbr eover, as noted, a reasonabl e sharehol der woul d understand from
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the statenent "sales have slowed" that there are problens wth
sal es and that revenues are down.
Rul e 9(b)

| will dismss plaintiffs' allegation regarding SCT' s
statenment that sales had "slowed" for an independant reason.
Plaintiffs fail to adegately plead scienter with specificity as
required by Rule 9(b).*® Inorder to establish scienter, plaintiffs

"must allege facts that giverise to a 'strong' inference that SCT

% Al'though a conplaint may state a claimfor securities
fraud under 8§ 10(b) of the Securities Exchange Act of 1934 under
a general notice pleading, the conplaint fails if it does not
satisfy the particularity standard of Rule 9(b). Rule 9(b)
provides that "malice, intent, know edge, and other condition of
m nd of a person may be averred generally.” Until recently, the
nmeani ng of this sentence has been the source of considerable
debate. The Third Circuit has recently held that a conplaint
al l eging securities fraud nust allege specific facts that give
rise to a "strong inference" that the defendant possessed the
requisite fraudulent intent. [In re Burlington Coat Factory, 114
F.3d 1410, 1418 (3d Cr. 1997). The requisite strong inference
of fraud may be established either (a) by alleging facts to show
t hat def endants had both notive and opportunity to conmt fraud,
or (b) by alleging facts that constitute strong circunstanti al
evi dence of conscious m sbehavi or or recklessness. |1d.

QG her circuits, nost notably the Ninth Crcuit, do not
interpret Rule 9(b) as requiring that the conplaint furnish a
detai | ed exegesis of how the defendants cane by the know edge of
those facts which belie their statenments. The Third G rcuit
rejected the approach taken by the Ninth Crcuit in Inre
denfed, Inc. Sec. Litig., 42 F.3d 1541 (9th Cr. 1994)(in banc)
and explicitly adopted the approach taken by the Second Circuit.
For exanples of the Second Crcuit's approach see Acito v. | MERA
Goup, Inc., 47 F.3d 47, 53 (2d Gr. 1995); Suna v. Bailey Corp.,
107 F.3d 64, 68; Tuchman v. DSC Communi cations Corp., 14 F.3d
1061, 1068.

The purpose of this pleading requirenment is three-fold: to
provide a defendant with fair notice of the plaintiff's claim to
prot ect defendants fromharmto their goodwi |l or reputation, and
to reduce the nunber of strike suits. Burlington, at 1418; In re
Val uevision Intern. Inc. Sec. Litig., 896 F. Supp. 434 (E.D. Pa.
1995).
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knew or was reckless in not know ng that SCT's statenents were

msleading. Inre Burlington 114 F.3d 1410, 1418 (3d Gr. 1997).

Plaintiffs nust either (1) identify circunstances indicating
conscious or reckless behavior by the defendants, or (2) allege
facts show ng both a notive for commtting the fraud and a cl ear

opportunity to do so. Id. at 19-20 (citing, Acito v. | MCERA G oup,

Inc. 47 F.3d 47, 53 (2d Cr. 1995)). Rul e 9b has al so been
interpreted by the courtstorequire that the plaintiff allege "the
time and pl ace, the persons involved, the statenents nade, and an

expl anati on of why and how the statenments were false at the tine

they were nade." Inre Genfed, Inc. Sec. Lit., 42 F.3d 1547-48,
n.7 and 1549 (9th Cr. 1994)); Dileo v. Ernst & Young, 901 F.2d

624, 627 (7th Gr.), cert. denied, 498 U S. 941 (1990). Thus,

under Rule 9(b), plaintiffs may not sinply point to a bad result
and al |l ege fraud, denfed, 42 F.3d at 1548. Rather, they nust show
how the earlier statenments were msleading at the tinme they were
made. 1d. This can be done nost directly by alleging i nconsi stent
cont enpor aneous statenents which were nade by defendants or
i nconsi stent cont enpor aneous i nformati on whi ch was nmade avail abl e
to the defendants. ® denfed, 42 F.3d at 1548-49: Fecht, 70 F.3d at
1082 (al |l eged statenents conflict wth contenporaneously existing

facts that were later revealed to the market). This particularity

% The existence of such statements may al so have the
incidental effect of supporting an inference of scienter.
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requi rement has been rigorously appliedinsecurities fraud cases. *®
Despite Rule 9(b)'s stringent requirenents, however, the Third
Circuit has observed that "the courts should be "sensitive' to the
fact that the application of the Rule prior to discovery " may
permt sophi sticated defrauders to successfully conceal the details

of their fraud.'" In re Burlington Coat Factory, 114 F.3d 1410,

1418 (3d Cir. 1997)(citations omtted). Accordingly, the normally
rigorous particularity rule has been rel axed sonewhat where the
factual information is peculiarly within the defendant's know edge

or control. Shapiro v. WB Financial Corp., 964 F.2d 272, 285 (3d

Cr. 1992); Craftmatic Sec. Lit. v. Kraftsow, 890 F.2d 628, 645 (3d
Cr. 1989). But even under a relaxed application of Rule 9(b),
boil erplate and conclusory allegations wll not suffice; a
plaintiff nust still provide "a statement of the facts upon which

the allegations are based." Craftmatic, 890 F.2d at 645.

Plaintiffs nust acconpany their Jlegal theory wth factual
al l egations that nmake their theoretically viable claimplausible.

Burlington, 114 F.3d at 1418.

 For exanple, where plaintiffs allege that defendants
distorted certain data disclosed to the public by using
unr easonabl e accounting practices, we have required plaintiffs to
state what the unreasonable practices were and how they distorted
the disclosed data. In Re Burlington Coat Factory, 114 F.3d
1410, 1417-18 (citing, Shapiro v. UIB Fin. Corp., 964 F.2d 272,
284-85 (3d Gr. 1992); In re Valuevison International Securities
Lit., 896 f.supp 434, 446 (E.D. Pa. 1995)("For instance, if a
corporation's offering docunents state that it has $100 mllion
in assets, a plaintiff can assert this statenent is fal se by
pointing to facts suggesting that the corporation had fewer
assets. In such a case, the accuracy of the chall enged statenent
can be neasured agai nst an external fact.")
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Plaintiffs attenpt to plead scienter by asserting the
concl usory all egati on that SCT "bel atedly adm tted" after the cl ass
period that utilities custoners woul d not recomrend t he product and
that sales had ceased at the time the statements were made.*® In
this case, plaintiffs have not furnished the court wth any
statenment in the conplaint or intheir reply to defendants' notion
whi ch coul d reasonably be read as adm ssions that SCT knew, at the
begi nni ng of the class period, that custonmers' failure to recommend
t he product would | ead to a pernmanent cessation of sales. One nay
surmse that the conplaint's failure to provide any supportive,
concrete allegations is traceable, at least in part, to the fact
that detailed information on such matters would tend to be within

the exclusive purview of nmanagenent-i.e., the defendants.*

¥ Plaintiffs rely on a "belated admission" in January 1996,
three nonths after the close of the class period, and in the Form
10-K for the year ending Septenber 30, 1996, published one year
after the close of the class period. Plaintiffs allege that this
statenent reveals that SCT's inability to procure favorable
recomrendations of their utilities software from any existing
custoners had left SCT unable to sell its utilities software to
any custoners since the beginning of the class period w thout
gquoting any particular statenment. SAC | 33; DX-A at 6. Plaintiffs
claimthat their pleading is sufficient. denfed, 42 F.3d 1541,
1549 & n.9 (9th Gr. 1994) (Rule 9(b) standard nost easily
satisfied with statements along the lines of "'I knewit all
along.""

0 "A flexible application" of the Rule is the touchstone.
In re Craftmatic Sec. Lit. v. Kraftsow, 890 F.2d 628, 646 (3d
Cir. 1989) (leading decision interpreting rule 9b in securities
context). The Third Crcuit has cautioned against "too narrow an
approach [which] fails to take account of the general sinplicity
and flexibility contenplated by the rules.” 1d. at 645. It
recogni zes that there are sophisticated defrauders who may escape
justice if the courts apply too strict a requirenent of
particularity. 1d. The court remnds us of the reality that
cases of corporate fraud, plaintiffs cannot be expected to have

in
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However, under Shapiro v. UJB Financial Corp., in order to avoid

dism ssal, plaintiffs alleged securities fraud nust "delineate at
| east the nature and scope of plaintiff's effort to obtain, before
filing the conplaint, the information needed to plead wth

particularity.” 964 F.2d 272, 285 (3d Gr. 1992); MCarthy v. C Cor

Electronics, Inc., 909 F.Supp. 970, 978 (E.D. Pa. 1995). The

conpl aint provides no information of this type. As the Shapiro
court explains, "[t]his requirenment is intended to ensure that
plaintiffs thoroughly investigate all possible sources of
information including but not limted to all publically available
rel evant information, before filing a conplaint.” |d.

Plaintiffs have al so endeavored to pl ead scienter by all eging
facts that point towards notive and opportunity to conmt fraud.
Plaintiffs have alleged that the individual defendants were top
of ficers of SCT and hence had the opportunity to mani pul ate SCT' s
di scl osures to the public. In addition, plaintiffs have alleged
that defendants artificially inflated the price of SCT stock so as
to enabl e the individual defendants, top officers of SCT, to sel
their stock holdings at these inflated prices. |n support of this
theory, plaintiffs' second conplaint provides this court with the

nanmes of the insiders who sold stock, the quantities of the stock

personal know edge of the details of corporate internal affairs.”
Id. Nonetheless, Rule 9(b) is not a nullity. Pleaders nust

al l ege that necessary information lies within defendant's contro
and nust set forth statements of facts upon which the allegations
are based.” 1d. In other words, plaintiffs nust state facts

i ndi cati ng why the charges agai nst defendants are not basel ess
and why additional information |ies exclusively within
defendant's control." 1d. at 646.
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sold, the prices at which the sal es occurred, and the dates of the

sal es. ®

What these all egations boil down to is that two officers
of SCT nade a profit of approximtely $80,000 as a result of the
artificial inflation of the price of SCT's stock. Plaintiffs have
not provided this court with the total stock holdings of the two
def endants who are all eged to have traded on nonpublic information
nor have they provided us with information as to whether such
trades were normal or routine for these defendants. Furthernore,
we have no information as to whether the profits nade were
substantial enough in relation to the conpensation |levels for
ei ther of the individual defendants so as to produce a suspicion
that they mght have had an incentive to commt fraud. Such

al l egations are inadequate to produce a "strong" inference of

"fraudulent intent." In re Burlington, 114 F.3d at 1422-24: see

al so, San Leandro, 75 F.3d at 814 (the fact that defendant did not

sell all of his stock and retained a | arge holding in the conpany
mekes clear that the tradi ng was not "unusual" and thus, does not
permt an inference of scienter). Had we not dism ssed on Rule
12(b) (6) grounds, we woul d concl ude, therefore, that dism ssal of
this claimon Rule 9(b) grounds is proper.

(2) FOURTH QUARTER RESULTS

“' The transactions which took place in July of the third
quarter of the relevant fiscal year are as follows.

| nsi der Sal e date No. Shares Sold Price Total Proceeds
M chael Emm 7/ 26/ 95 10, 000 $26. 38 $263, 800
Eri c Haskell 7/27/95 10, 000 $26. 63 $266, 300
SAC. at 9 56.
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Plaintiffs allege that SCT and the individual defendants
failed to disclose the |ikelihood that SCT's i ncone and earni ngs
per share ("EPS") for the fourth quarter of fiscal year 1995 woul d
decline from SCT's reported inconme and EPS for (1) the fourth
quarter of fiscal year 1994 and (2) the third quarter of fisca
year 1995. Specifically, plaintiffs allege that during a July 17,
1995 conference call "in which many investnent professionals
participated,"” "defendants Emm and Haskell stated that . . . (d)
t he conpany expected earnings of alnost $.34 per share, up from
$.27 per share in the fourth quarter of 1994, for the fourth
quarter of its 1995 fiscal year ending Septenber 30 1995." 1|1 43-

44.% In order to establish liability under this theory, plaintiffs

21 will assune that plaintiff's will point to an explicit

earni ngs projection of "alnost $.34 per share for the fourth
quarter of fiscal 1995" nade during the July, 1995 conference
call. | nmerely note that upon exam nation of the transcript of
this conference call, this court cannot |ocate such an explicit
ear ni ngs projection.

This court has located the follow ng statenent by defendants
regarding fourth quarter results. SCT reported that third quarter
earni ngs per share were $.27 cents per share for the third
quarter of 1995 and noted that "[their] second half is
traditionally the strongest part of the year . . . principally
due to license fees." DX-A at p.1. They stated further that,

"all in all, we think the business outl ook for the remai nder of
the year remains strong . . . Qur current growh rate of 20%w th
any kind of luck we can end the year, for the whole year, with a
23% growth. That's to say we are expecting a strong fourth
gquarter and you're always are a |little nervous when you say t hat
because, after all, it is largely driven by license fees and you
never know 'til it's over exactly how they conme out. But with
any kind of luck we should have a good fourth quarter and neet
everyone's expectations for the year." DX-A at 3-4.

Even if plaintiffs could point to a specific express
earni ngs forecast of $.34 for the fourth quarter not contained in
the transcript of the July conference call which was submtted by
t he defendants, this projection is immterial. Cearly, the
overal |l inpression of any statenent about fourth quarter results
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must sufficiently allege that this statenent was m sleading. A
forecast is an actionabl e m srepresentation if the speaker does not
genui nely and reasonably believe it at the time it is nade.* see,

Burlington, 114 F.3d 1410, 1427 (3d GCr. 1997) ("If a conpany

voluntarily chooses to disclose a forecast or projection, that
disclosure is susceptible to attack on the ground that it was
i ssued w thout a reasonable basis.").

Plaintiffs bear the burden of "pleading factual allegations,
not hypotheticals, sufficient to reasonably allow the inference"
that the forecast was made wth either (1) an inadequate
consideration of the available data or (2) the use of unsound

forecasti ng nethodol ogy. Id. at 1429; see also, dassman v.

Conputer Vision Corp., 90 F. 3d 617, 626 (1st G r. 1996) (rejecting

plaintiffs' earnings projection claimon Rule 12(b)(6) grounds
alone, albeit in the context of the plaintiffs having had the

benefit of discovery); Virginia Bankshares, Inc. v. Sandberg, 501

i s acconpani ed by specific cautionary |anguage. The conpany
explicitly states that results for the fourth quarter is
contingent on |icense fees.

> The Third Gircuit has held that an ordinary, run-of-the
mll earnings projection contains no nore than the inplicit
representation that the forecasts were nmade reasonably and in
good faith and disclosure of a specific earnings forecast does
not contain the inplication that the forecast will continue to
hol d good even as circunstances change. They do not contain an
inplicit representation that the conpany will update the
investing public with all nmaterial information that relates to
that forecast. Burlington, at 1431. Accordingly, SCT had no duty
to update this earnings projection in |light of events that
occurred or becanme known to SCT subsequent to the making of that
proj ecti on.
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U S 1092-94 (describing the type of hard contenporaneous facts
that coul d show an opinion as to the fairness of a suggested price

to have been unreasonabl e when nmade); Shapiro v. UJB Fin. Corp.,

964 F.2d 272, 284-85 (3d CGr. 1992) (in attacking a firms
accounting practices with a claimthat those practices resulted in
the disclosure of msleading data, plaintiffs nust (a) identify
what those practices are and (b) specify how they were departed
from. In this case, plaintiffs have alleged that this forecast
was issued without a good faith belief inits truth or |acked a
reasonabl e basis because SCT knew that the utilities business
segnent and Adage, the manufacturing and distribution business
segnent, were perform ng poorly. They allege that (1) sal es of the
existing utilities software had halted; and (2) Adage was
experiencing | osses. SAC 19 46; 31-33, 37-38, 41-42. Defendants
claim that the allegedly onmtted information was disclosed. *
Know edge by SCT of this information does not deprive this forecast
of a reasonable basis. It is entirely possible that SCT and its
of ficers expected revenues derived fromother markets to nmake up

for any increase in expenses resulting fromdifficulties with the

“ As the Third Circuit has recently concluded, there is no
duty to update an "ordinary run of the ml|l earnings forecast™
on account of a subsequent event because disclosure of a specific
earni ngs forecast does not contain the inplication that the
forecast will continue to hold good even as circunstances change.
Burlington, 114 F.3d at 1433. Thus, the plaintiff nust allege
that the events or information alleged to deprive the forecast of
a reasonabl e basis existed and were known or reckl essly
di sregarded by defendants at the tine the forecast was nade.
Subsequent events do not trigger a duty to update an ordinary
run-of-the-m || forecast.
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new product for the utilities market or from the acquisition of
Adage. SCT's other business segnents were performng strongly.
During the July 17 conference call, SCT revealed that "our
strongest area of growth, both revenues and earnings, was higher
education;" "[L]ocal governnent also did well. . . this is the
second quarter in arowthat remained positive in terns of earnings
and growth." DX-A at 2. Mdreover, historical performance itself
can provi de a reasonabl e basis for predictions of future growh. In

re Craftmatic, 890 F.2d at 642 n. 19 (Managenent projections of

profit and growt h can have a reasonable basis if thereis a history
of profitable operations.). In 1995, approximately 59% of the
Conpany's revenues were derived fromthe higher education narket,
approxi mtely 22% were derived fromthe | ocal governnent market,
approximtely 16% were derived from the utility market, and
approxi mately 3% were derived fromother markets. DX-H at 4. In
each quarter of the 1994 fiscal year ending Septenber 30, 1994,
SCT's net incone and earnings per share increased over the prior
quarters and in each of the first three quarters of 1995, earnings
per share increased over prior quarters. *°Id. T 27.

Furthernore, small differences between stated earnings goals

= 12/31/93 3/31/94 6/ 30/ 94 9/ 30/ 94
Net | ncone $ 1,967 $ 2,822 $ 2,906 $ 3,951
Ear ni ngs Per Share $.15 $ .20 $ .21 $ .27
12/ 31/ 94 3/31/95 6/ 30/ 95
Earni ngs Per Share .21 .23 .27
DX-H, SAC 157, 30.
Follow ng a July press rel ease and conference call, an

anal yst issued a report stating, "this was the third sequenti al
strong quarter for [SCT]. SAC 839.
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and internal estimates do not alone deprive statenents of a
reasonabl e basi s where t he conpany enphasi zed that a certain factor

could affect fiscal earnings. Roots Partnership v. Lands End

Inc., 965 F.2d 1411, 1418 (7th Cr. 1992) (plaintiffs only entitled
to an inference that the defendants' statenents inplied that its
earni ngs goals of 10% were within the conpany's reach). In this
respect, SCT disclosed inthe July 17 conference call that al though
license fees fromall of SCT's businesses are "the principal reason
that the second half is traditionally the strongest part of the
year," they "are always uncertain"”. DX-A at 1; see also, DX-A at 3-

4 ("That says that we're expecting a strong fourth quarter and you

always are a little nervous when you say that because after all it
is largely driven by license fees and you never know 'til its over
exactly how they conme out. But with any kind of |luck we should
have a good fourth quarter”. . ."So with all of that happening we

woul d 1 ook for the fourth quarter to be a very strong quarter in

terns of add to the back log and to set up the first quarter

growmh") Id. SCT's Third quarter Form 10-Q file August 10, 1995
stated further that, "nunmerous factors could affect SCT future
operating results, including general economc conditions . . . |,

SAC 946, and "operating results for the three and nine nonth

peri ods ended June 30, 1995 are not necessarily indicative of the

results that may be expected for the year endi ng Septenber 30,

1995." 147.
"Numerous factors could affect SCI's future operating

results, including general econom c conditions, continued
mar ket acceptance of SCT's products, and conpetitive
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pressures. Future revenue growh and operating results

are in part dependant upon accelerated |icense fee
revenue and related services growh from SCT s
i nternational operations. SCT's ability to sustain

growmh depends in part on the tinely devel opnent or

acqui sition of successful new and updat ed products. SCT

is investing in the devel opnent of new products and in

i nprovenents to existing products. The conpany has new

products i n devel opnent for the governnent and utilities

markets." The <costs of such products have been

capitalized. SAC f 33-36, 1 46.

They al so all ege that SCT's know edge that (1) expenses were
sharply increasing due to the "addition of hundreds of enpl oyees”
and the "cost associated wth the extensive known defects of
[ SCT's] utilities software;" and that (2) product devel opnent costs
wer e i ncreasingly being expensed rather than capitalized deprives
this forecast of a reasonable basis. However, as noted earlier,
this information was disclosed by SCT and cannot deprive the
earni ngs projection of a reasonabl e basis.

(3) ADAGE “°

Next, plaintiffs claimthat certain statenments nade duringthe

July 17, 1995 conference call inply that Adage woul d not be a drag

on the conpany's earnings (i.e., would not be unprofitable) when,

* |In determning defendants' notion to dismiss the first

amended conplaint, this court observed, "the court fails to see
how a reasonabl e i nvestor woul d take away fromthese passages
that SCT's purchase woul d spawn near-term financial benefits. |If
anything, these disclosures signal the opposite effect." The
press releases reiterate that Adage was a young conpany whose
software was new y-devel oped for an untapped nmarket into which
SCT was entering and seeking to expand. SCT did not boast of
Adages' s established custoner base, but named only one existing
Adage client . . . SCT also acknowl edge that it would continue to
enhance the Adage software. Wallace, at 5, 14. 1In the SAC the
plaintiffs have quoted a statenent froma July conference cal
that was not reviewed by us in deciding defendants' first notion
to dismss.
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infact, they expected Adage to suffer aloss inthe fourth quarter
of fiscal 1995.% Y 43-44. During the call, defendants Enmi and
Haskel | were asked the follow ng question:

"I just wanted to check with hiring 10 additional sales
peopl e and tal ki ng about a few nanagenent changes goi ng
on here. Do we have to worry about any near-term cost
di sl ocations [within Adage] with the costs being up and
we all knowit's probably going to take alittletine to
get the first orders into the bottomline. Any inpact I
shoul d be worried about there?"
DX- A at 5.

In response, defendants stated,

Bob, we don't think so. O course, you know, when you
hire these guys you do pick up their costs. But we hired
very experienced peopl e who cane into the business . .
so our _current forecast is that you should not have to
worry about the cost side of these npbves in the fourth
quarter. There will be some increased costs, but they'l]|
be offset by increased revenues."
DX- A at p. 5.

Q So Adage can have a positive effect al nbst out of the
chut e here?"

A. Enmi: "That's what we're hoping."*® Id.

“” The court notes, in passing, that in framng their
conplaint, plaintiffs have not quoted a particul ar statenent by
SCT or its officers about Adage. Rather, they attribute to SCT
or its officers statenents that are, in fact, no nore than the
concl usions reached by the plaintiffs. Plaintiffs' response to
def endants' notion reveals the actual wording of the statenent
that fornms the basis of their claim

“ Qur exam nation of the transcript of the July 17, 1995
conference call reveals that the defendants nmade the foll ow ng
statenments regarding the new y-acqui red Adage subsidi ary:

Q" WII you talk alittle about the Adage road
map | guess you have for that business, what you think

wi |l happen with head counts there, and what kind of
contribution you think it will make in fiscal 1996
A:"Unfortunately, | cannot be as forthcom ng yet

as I'd like to be. And it's not that we're hol ding
back, we just don't know yet. W' re working on the
operating plan for Adage for next year as we speak. So

59



Plaintiffs contend that these forward-I|ooking statenents
| acked a reasonabl e basis when they were made because by m d- Jul vy,
SCT "had clear indications of Adage's finances for the fourth
quarter” that anounted to know edge that Adage would suffer a
"material loss" in the fourth quarter endi ng Septenber 30, 1995.
Pl's. Resp. at 13. Specifically, plaintiffs claimthat SCT knew
that (a) the business was characterized by long lead times for
order placenent by its custoners so that unless the selling
commenced nont hs i n advance of the end of a quarter, it was highly
i npr obabl e an order would be placed during a quarter; (b) by July
17, 1995, the conpany had incurred costs for addi ng new enpl oyees
for the Adage business; and (c) the conpany knew, fromactual and
pl anned expenses, that Adage would suffer a material loss in the

fourth quarter ending Septenber 30, 1995. SAC 1 43(c)-44, 37.

| conclude that this prediction does not constitute a nmateri al

that's work in process and I'd hate |ike heck to start
to discuss sonething that we haven't got a fix on as
yet, because that could be m sleading to you guys. So
give us a quarter, and next quarter | can be nuch nore
forthcom ng because we'll have at |east better answers,
better points of view. DX-A at 7
r My question is...on the revenue projections

possibly for Adage, if it was $5 mllion when you guys

bought it, 1've heard estimtes as high as $100 nmillion
in the next few years and | wondered if you had any
feel at all, although you' ve kind of said already it's
alittle early, as to whether that's attai nable for
you. "

A:"l guess Eric and nyself and Dave woul d be
di ssappointed if we couldn't grow this business at 100%
kind of growh rate over a five year period.” 1d. at 9.
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m srepresentation as a matter of | aw because it is acconpani ed by
sufficient cautionary | anguage. The statenent, itself, is couched
in cautionary |anguage which relates to the reliability of the

proj ection. *

Accordingly, this statenment woul d not be read by t he
reasonabl e investor as the guarantee it appears to be when taken
out of context. |In addition, SCT nmade ot her tenpering statenents
during the July conference call. For exanple, SCT cautioned that
(1) revenues were "dependant on |license fees;" (2) it would "take
alittle tinme to get the first orders into the bottomline"; (3)
they "just d[id]n't knowyet;" (4) "did not yet have enough nunbers
to crank through;"” (5) did not yet have a "fix" on Adage's
potential inpact on Conpany perfornmance and were "working on the

operating plan for Adage for next year as we speak;" (6) "when you

hire these guys you do pick up their costs;" and (7) requested t hat

investors "give [then] a quarter, and next quarter [they coul d] be
much nore forthcom ng because [they]'|ll have at |east better
answers, better points of view " DX-A at 5-09.

In other statenents nmade before and during the class period,
SCT al so di scl osed that the Adage acquisition was the first stepin
entering a new market and that there woul d be costs associated with

|l aunching this new area of business.® A reasonable investor

 For exanple, "we don't think" you will have to worry
about any inpact from Adage in the fourth quarter; our " current”
forecast is that you "should" not have to worry about costs in
the fourth quarter.

* Plaintiffs quote ny decision in Wallace for the
proposition that "the conpany's disclosures concerni ng Adage
acknow edged that: 1) Adage was a young entrepreneurial conpany
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under stands, without being told explicitly, that there are costs
and risks involved in attenpting to enter and to conpete in a new
mar ket with new products. It is generally known that adding new
enpl oyees is an increased cost. There is no general duty to
di scl ose general econonm c conditions because federal securities

| aws do not conpel disclosure of the obvious. In re Trunp Casino,

7 F.3d 357, 377 (3rd Gr. 1993); Lewis v. Chrysler Corp, 949 F. 2d

644, 651 (3d Cr. 1991) (there is no actionable om ssion of
mat eri al fact where a conpany declines totell the investing public

t hat which any reasonable investor would already know); Krim v.

Banctexas G oup, 989 F.2d 1435, 1446 (5th Gr. 1993) (conpliance
With securities laws requires issuers to disclose material firm
specific information regarding predictions but information
concerni ng general econom c facts and conditions is presuned to be
known by investors and analysts). | conclude that this statenent
is not msleading as a matter of |aw.

Duty to disclose under Item 303(hb)

It is well established that silence is not m sl eadi ng absent

a duty to disclose. Basic, 485 U S. at 239 n.17. Under existing

with a newWy devel oped product; 2) the market for Adage was

unt apped; 3) the acquisition of Adage Systens represented a new
product devel opnent direction for SCT; 4) Adage systens did not
have an installed custonmer base; 5) in July 1995, SCT hired 10
seasoned professionals from Anderson Consulting to market Adage
Systens; 6) SCT planned to continue to enhance the Adage Systens
software; 7) there were nultiple proposals in the Adage Systens
pi peline that had yet to be answered; and 8) when structuring the
acqui sition, Adage and SCT agreed that SCT m ght be required to
pay additional consideration to Adage based on Adage's
performance and the perfornmance of SCT stock over 5 years.
Wal | ace, 1996 W. 195382 at *5-6.
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| aw, where purchasers or sellers of stock have been able to
identify a specific false representation of mterial fact or
om ssi on that nakes a di scl osed statenent materially m sl eading, a
private right of actions lies under 8 10(b) and Rule 10b-5. In re
Burlington Coat Factory Sec. Lit., CGvil Action No. 96-5187, Slip.

Op. at 13 n. 7, (3d Gr. June 10, 1997); Hayes v. G oss, 982 F.2d

104, 106 (3d Cir. 1992). Plaintiffs, however, did not nerely
assert that SCT made affirmative m sstatenents in and om Ssions
fromdi scl osed statenents. They also alleged that SCT failed to
conply with affirmative di scl osure requi renents under "Item303 of
Regul ation S K. " 17 C F.R 8229.303(a)(1)-(3) and (b). Under Item
303(a)(3)(ii), governing reporting for full fiscal years, SCT had
a duty to

"describe any known trends or wuncertainties that it
reasonably expects to have a material. . . inpact on net
sal es or revenues or income fromcontinuing operations.
If the registrant knows of events that wll cause a
mat erial change in the relationship between costs and
revenues (such as known future increases in costs of
| abor or materials or price increases or inventory
adjustnents), the change in the relationship shall be
di scl osed. Instruction 3to 303(a) notes that the conpany
nmust di scl ose "material events and uncertai nties knownto

managenent that would . . . (3) cause reported financi al
information not to be indicative of future operating
results.” Item 303(b), governing interim reporting,
requires that the registrant discuss "any naterial
changes in financial condition in those itens
specifically listed in paragraph (a). 17 CF. R

§229. 303(b).

In the anmended conplaint and again in the SAC, plaintiffs
contend that the defendants violated their duty to disclose under
Rul e 10b-5 by failing to disclose information in Form10-Qfiled on

August 10, 1995 in violation of 1tem303 of SEC Regul ation S-K, 17
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C.F.R 229.303(a)(1)-(3). The allegedly omtted information
i ncl uded the fact that: Product devel opnment costs were i ncreasingly
bei ng expensed rather than capitalized and that by md-July, SCT
had "del i berately i ncurred and pl anned i ncreases” in: (1) research
and product devel opnent costs; (2) selling, general, and
adm nistrative costs; and (3) enployee costs that raised SCT's
expense |l evels by nore than $3 nmillion in the fiscal 1995 fourth
quarter.” Am Conpl. § 41, 45; SAC { 38. It is an open issue
whet her violations of Item 303 create an independant cause of

action for private plaintiffs. 1nre Burlington Coat Factory Sec.

Lit., 114 F.3d 1410, 1419, n.7 (3d Cr. 1997)(declining to reach
the i ssue). See, Feldman v. Mdotorola, Cv.A No. 90-C 5887, 1993 W

497228, at *9 (N.D. Ill. Cct. 14, 1993) ("A denobnstration of a
violation of the disclosure requirenments of Item 303 does not
inevitably lead to the conclusion that such disclosure would be

requi red under Rule 10b-5."); In re Canandaigua Sec. Lit., 944 F.

Supp. 1202, 1209 n.4 (S.D.N. Y. 1996) ("[It is] far fromcertain that
the requirenent that there be a duty to disclose under Rule 10b-5
may by satisfied by inporting the disclosure duties fromS-K 303");
Kriendler v. Chem cal WAste Managenent, Inc. 877 F. Supp. 1140, 1157

(N.D.1lI'l 1995) (adopting the Ninth Circuit holdingin "decliningto
hol d that a violation of S-K 303 may be i nported as a surrogate for

[materiality] analysis under 810(b) and Rule 10b-5"). This
court has already held by order dated April 19, 1996, that
plaintiffs have sufficiently alleged that defendants had a duty to

disclose this information to the investing public created by Item
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303 and that the i nformati on was not so obvi ously uni nportant so as

to allow the court to deem it inmmterial as a matter of |aw

Wal | ace v. Systens Conputer Technoloqgy, et.al., at 23-24 (E. D. Pa.
1996) (citing, Craftmatic, 890 F.2d at 641 n.17 (noting that

"di scl osures nmandated by | aw are presumably material"); 17 C F. R
§ 220.303(a)(3)(ii); 17 CF.R §8 220.303(a) Instruction 3. W
allowed the claim to proceed while also recognizing that a
violation of the disclosure requirenents of |Item 303(b) does not
inevitably lead to the conclusion that such disclosure would be
requi red under Rul e 10b-5. Accordingly, | wll allowthis claimto
proceed and it will not be discussed further. | wll alsoallowto
proceed plaintiffs claimthat defendants' violated Item303(b) for
failing to disclose "actual and planned expenses” and "visible
revenues" for Adage in its Form10-Q for the third quarter. SAC
37.

In addition, plaintiffs allege that defendants' failure to
di scl ose facts concerning the extensive defects of its utilities
software and the likely future effects thereof in SCT's Form 10-Q
for the third quarter consitutes an additional violation of Item
303(b). SAC at 91T 35-36, 46. SAC Y 46-47. However, Instruction 7 to
Item 303 draws a di stinction between "forward | ooki ng i nformation"
whi ch need not be disclosed, and "presently known data which wll
i npact upon future operating results, such as known future
increases in costs of labor or materials.” 17 CFR
229.303(a)(3)(ii). Because plaintiffs have not established that

SCT coul d have known with the degree of assurance inplied by the
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instruction that the software defects in question would have a
mat eri al adverse inpact upon future operating results, | dismss
this claim

8§ 20(b) Control Person Liability

SCT does not contend that plaintiffs have failed to state a
claim for control person liability wunder 8§ 20 against the
i ndi vi dual defendants. Rather, SCT argues only that this claim
shoul d be di sm ssed because, "absent an underlying viol ation of the
securities laws, there can be no violation of section 20."

However, as set forth inthe precedi ng paragraphs, plaintiff's
have stated a viable claimfor violation of 810b and Rul e 10b-5.
Accordingly, this claimw Il survive the notion.

Suppl enental Jurisdiction - Negligent M srepresentation

Plaintiffs, public investors, allege that defendants breached
a duty of care to plaintiffs by negligently m srepresenting facts

in their public statements.> This court has supplenental

°1 Specifically, plaintiffs allege that "plaintiff and other
cl ass nenbers relied upon the material m srepresentations and/ or
the integrity of the market in trading in [SCT] stock at the
prices paid. Such reliance and the fact that defendants'
negligence would result in danmages to the Cl ass were reasonably
foreseeabl e by defendants.” SAC at § 70. The conplaint alleged
further that,

"[T] he direct and proxi mate cause of the

m srepresentati ons and om ssions was the negligence and

carel essness of defendants. At the tinme of the materia

m srepresentations, plaintiff and the class nenbers
were ignorant of their falsity and m sl eadi ng nature and believed
theme to be true. In reliance on said msrepresentation, and or
upon the superior know edge and expertise of defendants and or
the integrity of the market and in ignorance of the true facts,
plaintiff and other class nenbers were induced to and did trade
in [SCT] stock at inflated prices. Had plaintiff's known the
true fact, they would not have taken such action. As a direct
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jurisdiction over plaintiff's claim for negl i gent
m srepresent ation. Ei senburg, 766 F.2d at 778. Because | find
that plaintiffs have stated a claim for violation of federal
securities law, | wll not decline to exercise supplenental
jurisdiction over plaintiff's claim for negl i gent
m srepresentation

The el enent s of negligent m srepresentation under Pennsyl vani a
law, which the parties agree governs this case, are set forth in

t he Rest at ement (Second) of Torts, §552.° Defendants argue that the

and proximte result of the defendants; careless and negli gent
conduct in violation of duties owed to plaintiff and other cl ass
menbers, plaintiff and each class nenber suffered damages." SAC
at 17 69-73.

The conplaint also alleges that "the investnent community,
and, in turn, investors, directly and indirectly relied upon the
i nformation dissem nated in these conference calls in nmaking
their purchase of the conmpany's securities. SAC at | 21.

®2 The Restatenent (Second) of Torts provides in relevant
part:

(1) One who, in the course of business, profession
or enploynent, or in any other transaction in which he
has a pecuniary interest, supplies false information
for the guidance of others in their business
transactions, is subject to liability for pecuniary
| oss caused to themby their justifiable reliance upon
the information, if he fails to exercise reasonable
care or conpetence in obtaining or conmunicating the
i nformati on.

(2) The liability in subsection (1) is limted to
| oss suffered (a) by the person or one of alimted
group of persons for whose benefit and gui dance he

intends to supply the informati on or knows that the recipient
intends to supply it; and (b) through reliance upon it in a
transaction that he intends the information to influence or know
that the recipient so intends or in a substantially simlar
transacti on.

(3) The liability of one who is under a public
duty to give the information extends to | oss suffered
by any of the class of persons for whose benefit the

67



SAC does does not state a cause of action for negligent
m srepresentation under 8 552 because Pennsylvania |aw restricts

liability for negligent m srepresentation to a "person or |limted

group of persons” and that "investors"” cannot formsuch a "limted
group.” O her courts exam ning this i ssue have di vi ded on whet her
public investors constitute a "limted group of persons for whose
benefit and guidance [defendants] intend to supply the

information." Conpare |In Re Chanbers Devel opnent Secs. Litig., 848

F. Supp. 602, 626 (WD. Pa. 1994)(allow ng a cause of action to

proceed) and In re Atlantic Financial Fed Sec. Litig., 1990 W

171191, at *2 (E.D. Pa. 1990)(sanme) with Pearl v. GCeriatric &

Medical Centers, Inc. et al., 1995 W 243675 (E.D. Pa. 1995)

(dism ssing negligent msrepresentation claim. | conclude that
publ i ¢ di scl osures nade pursuant to the federal securities | aws are
made to an undefined and potentially unlimted class of investors
and not to "a limted group.” | ndeed, the limted group
requi renent woul d be neani ngl ess i f any nenber of public who m ght
choose to i nvest in conpany's conmmon stock could qualify as part of

protected class. See also In re Westinghouse, 832 F. Supp. 948, 988

(WD. Pa. 1993), aff'd without opinion, 92 F.3d 1175 (1996)

(holding that class of securities purchasers do not qualify as

“"l'imted group" under the Restatenent reasoning that "where a

duty is created, in any of the transactions in which it
is intended to protect them

Thus, plaintiffs nust prove: (1) material false information;
(2) justifiable reliance (3) causation (4) pecuniary |loss; (5)
negl i gence.
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corporation does not and cannot knowthe identity of the recipients
of its disclosures at the tine of their making, liability under 8§
552(2) does not obtain").

| nmust next determ ne whether any exception to the "limted
group” requirenment applies. Restatenment (2d) 8552(3) creates an
exception to this requirement for "one who is under a legal duty to
release information to the general public.” Subsection (3)'s
broader scope of liability "may apply to private individuals or
corporations who are required by lawto file information for the
benefit of the public." See Coment K to Section 552(3). Public
corporations are certainly required by law to file accurate
information for the benefit of the general public, but the
application of Section 552(3) to alleged msrepresentations in
publ i c corporations' SECreports would threaten such firnms wth the
prospect of liability to an alnbst unlimted class of persons,
i.e., all potential investors in the corporations stock. As

observed in In re Westinghouse Sec. Lit., 832 F.Supp. 948, 987

(WD. Pa. 1993), "this position requires an assunption about the
Restatenment drafters' viewof liability that one federal district

court has disapprovingly ternmed 'extraordinary,' Inre Crazy Eddie

Sec. Lit., 812 F. Supp. 338, 359 (E..D.N. Y. 1993), and that anot her

has rejected outright. See lnre Delmarva Sec.Lit., 794 F. Supp. at

1310-11."
Even if | determned that public investors constitute a
“"l'imted group of persons” or that the exception to that

requi renment in 8552(3) woul d be adopt ed by t he Pennsyl vani a courts,
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see e.qg. National Media, 1994 W 397398, *5 (E.D. Pa. 1994), |
woul d dismss plaintiffs' negligent msrepresentation claimfor
failure to establish another el enent of that claim direct reliance
by plaintiffs on the alleged msinformation. The fraud on the
mar ket theory has never been adopted by a Pennsyl vania court and
direct reliance remains a requirenent of the common | aw cl ai m of

negligent msrepresentation. Peil v. Speiser, 806 F.2d 1154, 1163,

n.17 (3d Gr. 1986); Inre Bell Atlantic Sec. Lit., 1995 W 733381

(E.D. Pa. 1995).°®

It is not reasonable to predict that Pennsyl vania' s Suprene
Court, which has adopted Restatenent of Torts (2d) 8552(1)'s
requi renent that the | oss be caused by a "justifiable reliance upon
the information" would so weaken the causation requirenent.

West i nghouse, 832 F. Supp. at 988. Absent a nore clear indication

t hat Pennsyl vani a woul d adopt such an expansive view of liability

> The continuing validity of the Peil footnote has been
gquestioned in this district in light of the Suprenme Courts'
decision in Basic v. Levinson, 485 U S. 224 (1988). In re
Heal thcare Services Goup, Inc. Sec. Lit., 1993 W 54437, *5
(E.D. Pa. 1993). A few courts have allowed plaintiffs to use the
fraud on the market theory to show reliance in a negligent
m srepresentation claimfinding the reasoni ng behind the
application of the theory to clainms under the Securities Exchange
Act of 1934 to be no | ess persuasive in a negligent
m srepresentati on case concerning a securities nmarket, especially
given the language in Restatenent (2d) subsection (3), which
makes violators of a "public duty” liable to "any of the class of
persons for whose benefit the duty is created.” 1Inre Atlantic
Financial, 1990 W. 171191, at *2 (E. D. Pa. 1990)(plaintiffs not
required to show direct reliance); Healthcare, 1993 W 54437, *5
(sane). But see In re Bank of Boston Corp. Sec. Lit., 762
F. Supp. 1525, 1536 (D. Mass. 1991) (not recogni zing "fraud on the
mar ket " theory) and Good v. Zenith Electronics Corp., 751 F. Supp.
1320, 1323 (N.D.I11. 1990) (sane).
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or that the Peil court would hold differently today, | decline to
do so.

In the case at hand, plaintiffs do not allege that SCT or its
of ficers nmade representations to themindividually. Nor do they
al l ege reliance on any particular representation.® Rather, they
assert a "fraud on the market" theory claimng that the totality of
SCT's all eged m srepresentations drove up the price of SCT stock,
and that they relied onthe integrity of the market in nmaking their
stock purchases. Accordingly, this <claim for negligent
m srepresentation nmust be di sm ssed.

V. Concl usi on

For the foregoing reasons, Defendants' Mdtion is Denied in

Part and Granted in Part.

> According to plaintiffs, "Plaintiff and other class
menbers relied upon the material m srepresentations and/or the
integrity of the market in trading in Systenms commobn stock at the
prices paid." SAC § 70. Regarding m srepresentations in the
conference calls, plaintiffs further allege, "the investnent
community, and, in turn, investors, directly and indirectly
relied upon the infornmation dissem nated in these conference
calls in making their purchase of the conpany's securities.
Def endants directly and indirectly mani pul ated and inflated the
mar ket price of the conpany's securities by falsely presenting to
anal ysts the current status and future prospects of the conpany
by failing to disclose the true adverse information." SAC | 21.
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